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Background 

The  Office  of  the  Comptroller  of  the  Currency  (OCC)  was 
established  in  1863  as  a  bureau  of  the  Department  of  the 
Treasury.  The  OCC  is  headed  by  the  Comptroller  who  is 
appointed  by  the  President,  with  the  advice  and  consent  of 
the  Senate,  for  a  5-year  term. 

The  OCC  regulates  national  banks  by  its  power  to: 

•  Examine  the  banks; 

•  Approve  or  deny  applications  for  new  charters, 
branches,  capital  or  other  changes  in  corporate  or 
banking  structure; 

•  Take  supervisory  actions  against  banks  that  do  not 
conform  to  laws  and  regulations  or  which  other¬ 
wise  engage  in  unsound  banking  practices,  in¬ 
cluding  removal  of  officers,  negotiation  of 
agreements  to  change  existing  banking  practices, 
and  issuance  of  cease  and  desist  orders;  and 

•  Issue  rules  and  regulations  concerning  banking 
practices  and  governing  bank  lending  and  invest¬ 
ment  practices  and  corporate  structure. 

The  OCC  divides  the  United  States  into  six  geographical 
districts,  with  each  headed  by  a  Deputy  Comptroller. 

The  Office  is  funded  through  assessments  on  the  assets 
of  national  banks,  and  federal  branches  and  agencies. 
Under  the  International  Banking  Act  of  1978,  the  OCC 
regulates  federal  branches  and  agencies  of  foreign 
banks  in  the  United  States. 


The  Comptroller 

Eugene  A.  Ludwig  took  the  oath  of  office  on  April  5, 
1993,  as  the  27th  Comptroller  of  the  Currency. 

By  statute,  the  Comptroller  serves  a  concurrent  term  as 
Director  of  the  Federal  Deposit  Insurance  Corporation 
and  the  Neighborhood  Reinvestment  Corporation.  The 
Comptroller  also  serves  as  a  member  of  the  Federal 
Financial  Institutions  Examination  Council. 

Mr.  Ludwig  joined  the  OCC  from  the  law  firm  of  Cov¬ 
ington  and  Burling  in  Washington,  D.C.,  where  he  was 
a  partner  beginning  in  1981 .  He  specialized  in  intellec¬ 
tual  property  law,  banking,  and  international  trade.  He 
has  written  numerous  articles  on  banking  and  finance 
for  scholarly  journals  and  trade  publications,  and 
served  as  a  guest  lecturer  at  Yale  and  Harvard  Law 
Schools  and  Georgetown  University’s  International  Law 
Institute. 

Mr.  Ludwig  grew  up  in  York,  Pennsylvania,  where  he 
attended  York  Suburban  High  School.  He  earned  a  B.A. 
magna  cum  laude  from  Haverford  College  in  Pennsyl¬ 
vania.  He  received  a  Keasbey  scholarship  to  attend 
Oxford  University,  where  he  studied  politics,  philoso¬ 
phy,  and  economics  and  earned  a  B.A.  and  M.A.  He 
holds  an  LL.B.  from  Yale  University,  where  he  served  as 
editor  of  the  Yale  Law  Journal  and  chairman  of  Yale 
Legislative  Services. 
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the  Currency.  It  is  published  four  times  a  year  in  March,  June,  September  and  December.  The  Quarterly  Journal  includes 
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tive  letters  series,  statistical  data  and  other  information  of  interest  to  the  administration  of  national  banks.  Suggestions, 
comments  or  questions  on  content  may  be  sent  to  Claire  Emory,  Senior  Writer/Editor,  Communications  Division,  Comptroller 
of  the  Currency  Washington.  D  C.  20219.  Subscriptions  are  available  for  $100  a  year  by  writing  to  Publications — QJ. 
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Operations  of  National  Banks 


Overview 

In  the  third  quarter  of  1996,  national  banks  continued 
to  dwindle  in  number,  yet  reported  near-record  earn¬ 
ings  and  continued  asset  growth.  By  year-end  1996, 
the  number  of  national  banks  will  likely  drop  to  roughly 
2,700  from  nearly  5,000  a  decade  ago.  Despite  the 
decline  in  the  number  of  national  banks  over  the 
decade,  national  bank  assets  grew  52  percent  during 
this  period.  For  the  last  four  years,  national  banks  have 
reported  record  or  near-record  earnings.  The  sector’s 
1996  net  earnings  will  exceed  $30  billion. 

The  national  banking  sector  is  one  in  which  19  of  20 
banks  are  profitable.  The  aggregate  financial  ratios  — 
credit  quality  ratios,  capital  ratios,  and  performance 
ratios  —  indicate  steady  financial  growth  and  general 
improvement.  As  macroeconomic  conditions  con¬ 
tinued  to  improve  in  1996,  credit  quality  ratios  improved 
across  the  board:  loss  reserves  to  noncurrent  loans 
improved,  noncurrent  loans  to  total  loans  declined,  and 
the  ratio  of  OREO  to  OREO  and  RE  loans  dropped. 
Capital  ratios  also  improved,  as  the  equity-to-asset  ratio 
and  the  leverage  ratio  increased,  the  risk-based  capital 
ratio  remained  virtually  unchanged,  and  noncurrent 
loans  to  equity  dropped.  Performance  ratios  indicated 
a  slightly  lower  return  on  equity  relative  to  the  third 
quarter  1995  and  a  slight  increase  in  net  loan  loss 
provisions  to  loans,  but  were  otherwise  stable. 

The  only  surprise  in  the  aggregate  statistics  during  the 
last  year  appeared  to  be  the  dramatic  growth  in  domes¬ 
tic  deposits  —  more  than  $120  billion.  This  increase 
occurs  after  four  years  of  little  or  no  growth.  The  growth 
in  domestic  deposits  also  coincided  with  the  first  reduc¬ 
tion  in  purchased  liabilities  in  the  last  five  years.  In  a 
decade  of  rapid  transition,  many  changes,  and  new 
products  and  technologies,  banks  appeared  to  return 
to  the  traditional  role  of  banks,  if  only  momentarily, 
acting  primarily  as  lenders  and  deposit  receivers. 
Banks  increased  their  loans  by  roughly  $90  billion  over 
the  past  year.  Judging  by  their  returns,  national  banks 
have  prudently  shifted  their  portfolios  toward  real  estate 
loans,  commercial  and  industrial  loans,  and  consumer 
loans  and  away  from  investment  securities  as  their 
risk/return  tradeoff  deteriorated  in  the  securities 
markets. 

Consistent  with  the  spirit  of  the  Federal  Deposit  In¬ 
surance  Corporation  Improvement  Act  (FDICIA),  in 
1996  national  banks  grew  their  assets  while  demon¬ 
strating  their  ability  to  raise  equity  capital.  National 


banks  increased  their  overall  equity  capital  in  the  past 
year  by  $20  billion  to  an  historic  high  —  $206  billion. 
The  overall  index  of  national  bank  equity  capital  to 
assets  increased  from  7.9  percent  to  8.3  percent,  the 
highest  ratio  in  the  last  several  decades.  Equity  asset 
ratios  have  been  important  explanatory  variables  in 
assessing  the  risks  associated  with  bank  failure.1  In 
almost  all  studies  on  bank  failure,  increases  in  equity 
asset  ratios  decrease  the  likelihood  of  a  bank’s  becom¬ 
ing  a  troubled  institution. 

Two  questions  dominate  any  discussion  of  the  condi¬ 
tion  of  the  national  banking  industry  in  1996: 

•  Will  the  national  banking  sector  continue  to 
consolidate? 

•  Can  the  national  banking  sector  sustain  recent 
earnings  growth? 

Answering  The  Questions 

The  first  question  appears  easy  to  answer  but  difficult 
to  quantify.  Over  the  last  decade  the  number  of  national 
banks  declined  by  45  percent,  as  national  bank  assets 
increased  by  52  percent.  The  mean  national  bank  grew 
262  percent  in  asset  size  over  the  decade.  Mergers, 
holding  company  roll-ups,  and  take-overs  continued  to 
reduce  the  number  of  national  banks  during  1996.  As 
interstate  banking  becomes  a  reality  in  1997,  further 
consolidation  appears  inevitable.2 

The  second  question  is  both  difficult  to  answer  and 
difficult  to  quantify.  The  remainder  of  this  article  will 
focus  on  this  quantification. 

The  Simple  Answer  to  the  Question  of  Whether 
Banks  Can  Sustain  Earnings 

Some  may  be  tempted  to  reach  for  a  simple  answer  to 
this  question,  by  relying  on  suspect  tools:  incremental 
analysis  and  trend  analysis.  The  growth  of  the  national 
banking  sector  over  the  last  few  years  has  been  suffi- 


^'The  Changing  Business  of  Banking:  A  Study  of  Failed  Banks  from 
1987  to  1992,”  A  CBO  Study  The  Congressional  Budget  Office. 
Washington  DC,  June  1994 

'  Daniel  Nolle,  Tara  Rice,  and  James  Barth,  “Commercial  Bank  Struc¬ 
ture,  Regulation,  and  Performance  An  International  Comparison  ' 
Presented  at  the  Atlantic  Economic  Society  in  Washington,  DC, 
October  9-12,  1996. 
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ciently  “slow  to  moderate”  and  national  bank  returns 
sufficiently  high  to  indicate  that  banks  should  be  able 
to  sustain  returns,  if  the  economic  environment  remains 
stable.  This  implies,  of  course,  that  national  banks  are 
not  now  taking  excessive  risks  and  that  the  economic 
environment  will  remain  stable. 

This  simple  answer  suggests  four  more  years  of  high 
earnings,  modest  asset  growth,  comparatively  few 
bank  failures,  and  continued  high  returns  on  equity  and 
assets.  The  aggregate  national  bank  returns  on  equity 
and  assets  have  remained  at  or  near  16  percent  and 
1.3  percent,  respectively,  since  1993,  which  compares 
favorably  to  the  returns  of  most  corporations  in  the  S&P 
500. 

The  simple  analysis  would  point  to  favorable  asset 
quality  indicators.  Asset  quality  in  1996  remained  high; 
banks  continued  to  decrease  noncurrent  real  estate 
and  C&l  loans.  Only  noncurrent  consumer  loans  in¬ 
creased  during  the  last  quarter  and  over  the  last  year, 
which  reflects  in  part  a  nationwide  increase  in  con¬ 
sumer  debt  and  bankruptcies  during  1996.  In  addition 
to  traditional  loans,  national  banks  now  supply  lines  of 
credit  that  exceed  $900  billion  and  support  a  thriving 
derivatives  market,  the  notional  value  of  which  hovers 
in  the  $8  trillion  range.  With  asset  quality  up  and  the 
economic  environment  stable,  the  simple  analysis  sug¬ 
gests  good  weather  approaching. 

But  Are  Those  Dark  Clouds  On  the  Horizon? 

Although  it  appears  that  the  industry  is  financially  heal¬ 
thy  and  the  simple  answer  “works,"  these  trends  by 
themselves  do  not  resolve  effectively  whether  banks 
can  sustain  current  earnings.  Reliance  on  trends  in 
a99re9ate  data  provided  a  similar  answer  to  banks  in 
1985.  Using  trend  analysis  and  aggregate  statistics,  it 
appeared  then  that  banks  could  sustain  earnings. 

At  year-end  1985,  national  banks  numbered  4,950,  with 
one  of  five  of  these  banks  unprofitable.  National  banks 
held  $1  6  trillion  in  assets,  of  which  $28  billion  was  tied 
up  in  noncurrent  loans  and  an  additional  $4  billion  with 
OREO  Banks  held  $96  billion  in  Treasury  securities. 

On  the  liabilities  side,  total  domestic  deposits  amounted 
to  $1.2  trillion,  $1  trillion  of  which  was  domestic 
deposits  Equity  capital  was  $96  billion.  The  notional 
value  of  derivatives  was  $460  billion.  National  bank  net 
income  for  1985  was  roughly  $10  billion.  The  return  on 
equity  was  a  healthy  10  percent  to  1 1  percent  and  the 
return  on  assets  was  0.6  percent. 

The  general  underlying  economic  and  sectoral  trends 
leading  up  to  1985  were  positive.  A  few  minor  excep¬ 
tions  to  these  positive  trends  may  have  been:  a  few 


failures  of  small  national  banks  in  1984,  the  resolution 
of  Continental  Illinois  —  a  large  national  bank,  and  the 
rating  of  285  national  banks  as  problem  banks  in  1985. 
Continental  could  be  considered  an  isolated  case,  and 
the  problem  banks  represented  only  6  percent  of  na¬ 
tional  banks.  And  because  a  large  majority  of  the  banks 
rated  problem  banks  between  1934  and  1985  had 
survived,  few  analysts  using  the  simple  trend  models 
would  have  suggested  a  high  probability  of  a  high 
failure  rate  for  national  banks  or  volatile  national  bank 
earnings. 

As  further  consideration,  the  macro  economy  appeared 
to  be  growing  well  in  1985,  the  1981  recession  a  vague 
memory.  Economic  growth  appeared  almost  guaran¬ 
teed.  Banking,  at  year-end  1985,  appeared  to  be  in  for 
a  period  of  stable  and  sustainable  earnings  growth. 
Unfortunately,  appearances  were  deceiving.  With  the 
benefit  of  perfect  hindsight,  we  now  know  that  OCC 
subsequently  declared  1  out  of  every  10  of  those  1985 
national  banks  insolvent.  Earnings  for  many  national 
banks  fell  precipitously.  The  number  of  problem  banks 
continued  to  grow.  The  country’s  economic  growth  was 
slow  and  sputtery,  with  rolling  regional  recessions,  and 
the  worst  national  recession  (in  terms  of  unemploy¬ 
ment)  of  the  post- World  War  II  period  loomed  on  the 
horizon. 

Contrary  to  1985  expectations,  the  OCC  declared  405 
national  banks  insolvent  between  1 986  and  1 996.  Many 
more  banks  rushed  into  mergers  during  this  period  to 
avoid  resolution.  Almost  1,800  national  banks  disap¬ 
peared  through  failure  or  structural  change.  By  year- 
end  1996  the  number  of  national  banks  will  be  roughly 
2,700,  a  45-percent  reduction  from  1985. 

The  1996  financial  condition  of  national  banks  appears 
measurably  better  than  the  financial  condition  of  the 
1 985  predecessors.  As  of  the  third  quarter  of  1 996,  only 
1  of  20  national  banks  was  unprofitable,  and  return  on 
equity  and  return  on  assets  were  at  historically  high 
levels. 

Table  1  suggests  that  the  typical  national  bank  in  1996 
is  financially  stronger,  better  capitalized,  and  achieving 
a  higher  return  on  both  its  equity  and  assets  than  its 
1985  counterpart.  But  could  this  be  an  illusion? 

What  We  Know  Now  That  We  Didn’t  Know  in  1985 

At  year-end  1996,  the  OCC  has  21  banks  rated  as 
problem  banks  (national  banks  with  CAMEL  ratings  of 
4  or  5),  less  than  1  percent  of  all  national  banks.  This 
provides  us  some  comfort  that  banks  now  seem  less 
vulnerable  than  they  did  in  1985.  but  there  is  more 
Autopsies  of  failed  and  survived  banks  over  the  decade 
provide  some  helpful  generalizations. 
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Table  1.  Comparison  of  1985  and  1996 
national  bank  aggregates 


Year-end 

1985 

Third 

quarter 

1996 

Number  of  banks 

4,950 

2,736 

Unprofitable  banks 

1  in  5 

1  in  20 

Assets 

$1 .6  billion 

$2.5  billion 

Noncurrent  loans 

$27.8  billion 

$17.8  billion 

OREO 

$3.9  billion 

$3.0  billion 

Total  deposits 

$1 .2  billion 

$1 .8  billion 

Domestic  deposits 

$1.0  billion 

$1 .5  billion 

Derivatives 

$.5  billion 

$7.8  trillion 

Net  income 

$9.9  billion 

$30.1  billion 

Equity  capital 

$96.2  billion 

$206.3  billion 

Return  on  equity 

10.7  percent 

15.9  percent 

Return  on  assets 

.6  percent 

15.9  percent 

Number  of  problem 
banks 

285 

21 

The  relative  frequency  of  bank  failures  between  1985 
and  1996  varied  inversely  with  initial  bank  CAMEL 
ratings.  For  example,  banks  initially  classified  as 
CAMEL  1  in  1985  failed  with  a  smaller  relative  frequen¬ 
cy  than  banks  classified  as  CAMEL  2,  3,  4,  and  5. 
Similarly,  banks  classified  as  CAMEL  2  in  1985  failed 
with  a  smaller  relative  frequency  than  CAMEL  3s, 
CAMEL  4s,  and  CAMEL  5s.  This  process  was  basically 
order-preserving  for  1985;  banks  with  higher  CAMELs 
failed  with  greater  frequencies.  The  same  process  also 
appears  for  CAMEL-rated  banks  from  1 986  to  1 995.  We 
can  generally  say  that  the  chances  for  a  bank  of  a  given 
size  failing  increases  with  the  deterioration  in  its  CAMEL 
rating. 

We  also  know  that  for  a  given  CAMEL  rating,  the  relative 
frequency  of  resolution  drops  for  larger  banks.  This 
generalization  can  be  supported  by  an  appeal  to  data 
between  1985  and  1996.  Larger  banks,  of  a  given 
CAMEL  rating,  failed  less  frequently  than  smaller 
banks. 


As  a  logical  construct,  we  can  also  say  that  the  relative 
frequencies  of  banks  failing  from  a  given  population  of 
size  and  CAMEL  ratings  increased  as  we  examined 
subsequent  years.  For  example,  the  cumulative  fre¬ 
quency  of  bank  failures  tended  to  increase  over  time. 
This  means  that  for  a  given  bank  of  a  particular  size  and 
CAMEL  rating,  the  chances  of  that  bank  failing  in  one 
year  is  less  than  its  failing  two,  three,  four,  or  five  years 
later. 

Inferential  statistics  reveal  that  in  addition  to  size  and 
CAMEL  rating,  subsequent  economic  and  demo¬ 
graphic  changes  also  affect  relative  frequencies  of 
failure.  This  should  not  be  surprising;  it  is  reasonable 
that  banks  beset  by  poor  subsequent  economic  condi¬ 
tions  tend  to  fail  at  higher  rates  than  banks  experienc¬ 
ing  better  economic  conditions. 

Fortunately  the  “problem”  of  the  problem  banks  bot¬ 
tomed  out  by  1991 .  In  a  dramatic  change  of  events,  the 
period  of  1991  to  1996  has  been  marked  by  far  fewer 
failures  and  problem  banks.  What  changed?  Clearly, 
national  banks  benefited  by  the  ensuing  period  of 
positive  economic  growth,  but  banks  also  appeared  to 
increase  their  productivity  and  efficiency,  lowering 
costs  and  raising  earnings.3  Bank  managers  appeared 
to  learn  from  past  mistakes,  their  own  mistakes  and  the 
mistakes  of  those  managing  failed  institutions.  So  too 
did  bank  supervisors  learn  from  past  mistakes,  insisting 
on  better  business  planning.  Both  numbers  of  bank 
failures  and  resolution  losses  dropped  during  the 
period  1992-1996.  It  is  reasonable  therefore  to  con¬ 
clude  that  the  likelihood  of  national  bank  failures  over 
the  next  decade  appears  substantially  less  than  the 
likelihood  of  failure  faced  by  the  1985  population  of 
national  banks. 

How  the  Autopsies  Were  Performed 

As  an  example  of  cohort  analysis,  we  examined  15 
cohorts  of  banks  defined  by  size  and  CAMEL  over  this 
last  decade.  We  examined  the  relative  failure  frequency 
of  banks  within  each  cohort  and  time  period,  and  we 
then  applied  these  relative  frequencies  to  1996  cohorts 
to  develop  a  rough  estimate  of  the  likelihood  of  failure 
for  each  of  these  new  cohorts  over  the  next  five  years. 

Table  2  provides  information  on  the  relative  frequency 
of  resolution  for  15  bank  cohorts  over  the  period  1986 
to  1996:3,  where  size  =  (SI, ...S3),  and  CAMEL  rating  = 
(C1-3.C4-5): 


3Robert  DeYoung,  Kenneth  Spong,  and  Richard  Sullivan,  "Manage 
ment,  Ownership,  and  Productivity  in  Commercial  Banks,"  presenta 
tion  at  meetings  of  the  Financial  Management  Association,  New 
Orleans,  LA,  October  9-12,  1996 
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Table  2.  Cumulative  frequencies  of  bank  failures  across  cohorts  and  with  respect  to 

subsequent  years  (percent) 


Years  after 
cohort  formed 

One  year 

Two  years 

Si  Cl -3 

.0 

.1 

S1C4-5 

7.9 

11.3 

S2C1-3 

.0 

.2 

S2C4-5 

38.6 

60.6 

S3C1-3 

.0 

.1 

S3C4-5 

1.0 

24.5 

51  National  banks  with:  assets  <$100  million; 

52  National  banks  with:  $100  million  <  assets  <$  1  billion; 

53  National  banks  with:  $1  billion  <  assets; 

Cl -3  National  banks  with  CAMEL  ratings  1-3; 

C4-5  National  banks  with  CAMEL  ratings  4  or  5. 

From  this  data  we  are  able  to  establish  a  weighted 
average  of  the  relative  frequencies  of  failure  for  national 
banks  over  the  historical  period  to  estimate  the  prob¬ 
abilities  of  failure  adjusted  for  1996  data  to  project  the 
relative  frequencies  of  bank  failures  for  each  of  the  1 996 
cohorts. 

Financial  improvement  and  consolidation  in  the  1996 
national  bank  sector  shifts  the  distribution  of  banks 
toward  bigger  banks  with  higher  CAMEL  ratings.  As  a 
result,  the  probability  of  failures  falls  relative  to  the  1 985 
distribution.  By  multiplying  the  relative  frequencies  of 
failures  by  the  1996  national  banks  in  each  of  these 


Three  years 

Four  years 

Five  years 

.3 

1.2 

1.7 

23.7 

32.8 

45.0 

.7 

1.1 

3.3 

73.8 

79.3 

94.9 

.2 

.4 

1.0 

50.1 

55.2 

67.1 

cohorts,  the  model  projects  national  bank  failures  over 
the  next  few  years.  The  overall  relative  frequency  of 
failure  for  all  banks  in  1 996  (assuming  similar  economic 
conditions  and  the  improved  overall  financial  condition 
of  banks  in  the  industry)  is  roughly  2  percent  over  the 
next  half  decade  with  a  modest  failure  rate  of  roughly 
five  national  banks  per  year  over  the  next  three  years 
and  fewer  than  56  bank  failures  over  the  next  five  years. 
(See  Table  3.) 

If,  however,  economic  conditions  deteriorate,  the  num¬ 
ber  of  failures  could  easily  increase.  The  sustainability 
of  1996  national  bank  earnings  is  conditional  on  the 
state  of  the  economy  during  the  period  1997-2001. 
Although  an  unanticipated  economic  downturn  could 
disrupt  earnings  and  increase  failures,  the  1996  nation¬ 
al  banks  are  well  capitalized,  unlike  the  1985  national 
banks,  and  it  would  take  a  lengthy  economic  downturn 
to  do  much  damage. 


Table  3.  Projected  national  bank  failures  across  cohorts:  1997-2001 


1997 

1998 

1999 

2000 

2001 

1996 

projected 

projected 

projected 

projected 

projected 

number* 

failures 

failures 

failures 

failures 

failures 

S1C1-3 

1,493 

0 

1 

3 

4 

16 

S1C4-5 

15 

1 

1 

2 

1 

2 

S2C1-3 

1,000 

1 

0 

2 

3 

10 

S2C4-5 

6 

1 

1 

1 

1 

2 

S3C1-3 

209 

0 

0 

0 

1 

2 

S3C4-5 

0 

0 

0 

0 

0 

0 

Total 

2,713 

3 

3 

8 

10 

32 

' Number  of  national  banks  with  designated  CAMEL  ratings  as  of  12/96 
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Aggregate  performance  data  for  national  banks 
(Data  through  third  quarter  of  each  year) 


1991 

1992 

1993 

1994 

1995 

1996 

Industry  Structure 

Number  of  banks . 

3,870 

3,652 

3,386 

3,145 

2,896 

2,736 

Number  of  banks  with  losses . 

545 

282 

181 

109 

83 

113 

Number  of  failed/assisted  banks . 

35 

18 

21 

3 

1 

2 

Income  Statement  ($  billions) 

Year-to-Date: 

Net  income . 

7.02 

13.11 

19.27 

20.16 

21.86 

22.55 

Net  interest  income . 

52.56 

57.04 

60.50 

62.54 

64.77 

70.62 

Noninterest  income . 

26.59 

29.90 

33.77 

34.12 

37.65 

40.78 

Noninterest  expense . 

54.78 

57.80 

62.01 

61.97 

64.40 

69.26 

Loan  loss  provision . 

15.45 

12.15 

7.04 

4.22 

4.36 

7.00 

Gams  on  securities  sales,  net  . 

0.95 

1.84 

1.37 

0.25 

0.13 

0.32 

Extraordinary  income,  net  . 

0.72 

0.24 

1.59 

-0.04 

-0.01 

0.09 

Net  loan  loss . 

15.43 

11.73 

7.32 

4.35 

4.20 

7.24 

Third  Quarter: 

Net  income . 

1.69 

4.68 

6.93 

7.12 

8.41 

8.01 

Net  interest  income . 

18.28 

20.09 

20.81 

21.64 

22.66 

25.21 

Noninterest  income . 

9.09 

10.40 

11.86 

12.04 

13.63 

14.27 

Noninterest  expense . 

19.43 

20.19 

20.76 

21.34 

21.79 

24.36 

Loan  loss  provision . 

5.79 

4.21 

2.12 

1.29 

1.70 

2.52 

Gains  on  securities  sales,  net  . 

0.44 

0.79 

0.54 

-0.21 

0.04 

0.06 

Extraordinary  income,  net  . 

0.09 

0.07 

0.03 

0.00 

0.00 

0.00 

Net  loan  loss . 

5.74 

4.44 

2.23 

1.32 

1.76 

2.59 

Performance  Ratios  (%) 

Year-to-Date: 

Return  on  equity . 

7.67 

13.30 

17.04 

16.31 

16.63 

15.94 

Return  on  assets . 

0.48 

0.91 

1.29 

1.27 

1.31 

1.29 

Net  interest  margin . 

3.57 

3.95 

4.04 

3.95 

3.88 

4.05 

Loss  provision  to  loans . 

1.66 

1.38 

0.78 

0.44 

0.42 

0.62 

Net  loan  loss  to  loans . 

1.66 

1.33 

0.82 

0.45 

0.40 

0.64 

Noncurrent  loans  to  loans  . 

4.23 

3.73 

2.56 

1.47 

1.21 

1.11 

Loss  reserves  to  loans . 

2.66 

2.81 

2.63 

2.34 

2.11 

2.00 

Loss  reserves  to  noncurrent  loans . 

62.90 

75.26 

102.90 

159.93 

174.54 

180.89 

Loans  to  assets . 

62.05 

60.57 

60.05 

60.56 

63.45 

65.29 

Loans  to  deposits . 

79.30 

78  69 

79.96 

84.75 

90.76 

91.86 

Equity  to  assets . 

6.30 

7.13 

7.80 

7.81 

8.03 

8.34 

Estimated  leverage  ratio . 

6.10 

6.74 

7.36 

7.44 

7.51 

7.59 

Estimated  risk-based  capital  ratio . 

9.81 

11.19 

12.46 

12.55 

12.55 

12.27 

Note  1996  data  are  preliminary.  Performance  ratios  and  third  quarter  income  statement  data  are  not  adjusted  for  the  impact  of  mergers.  0.00  indicates  a  gain/loss 
of  less  than  $5  million 
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Aggregate  condition  data  for  national  banks 
(Data  through  third  quarter  of  each  year) 


1991 

1992 

1993 

1994 

1995 

1996 

Balance  Sheet  ($  billions) 

Assets . 

1,995.51 

1,979.50 

2,060.46 

2,203.56 

2,321.17 

2.473.22 

Loans  . 

1,238.32 

1,199.08 

1,237.33 

1,334.37 

1,472.79 

1,614.73 

Real  estate  (RE)  . 

502.52 

500.09 

512.53 

547.70 

596.40 

641.09 

Commercial  &  industrial  (C&l) . 

356.73 

333.05 

338.64 

361.30 

393  96 

423.55 

Consumer  (cnsmr) . 

232.52 

227.57 

241.20 

276.52 

306.94 

352.42 

Noncurrent  loans . 

52.36 

44.78 

31.63 

19.56 

17.78 

17.85 

Noncurrent  RE  loans . 

28.03 

25.04 

18.71 

11.66 

9.45 

8.51 

Noncurrent  C&l  loans . 

17.17 

13.33 

7.89 

4.06 

4.17 

4.16 

Noncurrent  cnsmr  loans . 

3.36 

3.27 

3.09 

2.87 

3.51 

4.53 

Other  real  estate  owned . 

17.11 

18.68 

13.05 

7.58 

4.48 

300 

Securities  not  in  trading  account*  . 

344.21 

394.98 

430.59 

428.87 

391.86 

383.43 

Total  liabilities . 

1,869.71 

1,838.26 

1,899.67 

2,031.54 

2,134.87 

2,266.96 

Total  deposits . 

1,561.63 

1,523.74 

1,547.36 

1,574.49 

1,622.78 

1,757.76 

Domestic  deposits . 

1,372.25 

1,333.10 

1,336.26 

1,318.50 

1,338.82 

1,492.03 

Loan  loss  reserve . 

32.93 

33.70 

32.55 

31.28 

31.03 

32.28 

Equity  capital . 

125.81 

141.23 

160.79 

172.02 

186.30 

206.25 

Total  capital . 

151.73 

167.89 

191.68 

205.71 

219.87 

232.60 

Balance  Sheet  Changes  ($  billions) 

Year-to-Date  Changes: 

Assets . 

8.04 

-5.76 

53.68 

101.53 

63.52 

69.73 

Loans  . 

-40.27 

-32.19 

42.26 

63.70 

88.36 

89.83 

Noncurrent  loans . 

0.52 

-5.62 

-8.47 

-6.77 

-0.09 

0.17 

Other  real  estate  owned . 

2.66 

1.00 

-4.11 

-2.92 

-1.56 

-0.76 

Securities  not  in  trading  account'  . 

31.27 

34.77 

26.75 

-8.24 

-22.48 

-7.33 

Total  liabilities . 

2.46 

-19.77 

37.95 

94.50 

50.21 

53.45 

Total  deposits . 

3.07 

-49.50 

-4.33 

-2.58 

-7.22 

61.94 

Loan  loss  reserve . 

-1.29 

-0.15 

-0.51 

-0.28 

-0.04 

1.02 

Equity  capital . 

5.58 

14.01 

15.73 

7.04 

13.31 

16.28 

Total  capital . 

4.62 

14.34 

18.22 

10.53 

10.61 

11.95 

Third  Quarter  Changes: 

Assets . 

31.01 

4.47 

46.60 

18.25 

19.75 

-68.18 

Loans  . 

-11.20 

-8.76 

29.86 

33.92 

30.43 

-17.18 

Noncurrent  loans . 

-2.37 

-2.39 

-2.93 

-1.75 

-0.21 

-0.14 

Other  real  estate  owned  . 

-0.37 

0.23 

-1.83 

-0.83 

-0.22 

-0.43 

Securities  not  in  trading  account*  . 

15.16 

13.44 

9.71 

-11.16 

0.10 

-1652 

Total  liabilities . 

29.18 

0.20 

41.76 

14.44 

15.26 

-66.40 

Total  deposits . 

26.79 

-18.71 

18.41 

10.15 

5.68 

-37.29 

Loan  loss  reserve . 

-0.17 

-0.36 

0.04 

-0.02 

-0.06 

-0.42 

Equity  capital . 

1.84 

4.27 

4.84 

3.80 

4.48 

-1.78 

Total  capital . 

1.17 

5.37 

6.50 

5.00 

4.64 

-5.08 

'Beginning  in  1994,  securities  classified  by  banks  as  "held-to-maturity"  are  valued  at  their  amortized  cost,  and  securities  classified  as  “available-for-sale"  are  valued 
at  their  current  fair  value. 

Note:  1996  data  are  preliminary. 
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Aggregate  performance  data  for  national  banks  by  size 
(Data  through  third  quarter  of  each  year) 


Under  $100M 

$100M-$1B 

$1B-$10B 

Over  $1 0B 

Total 

1995 

1996 

1995 

1996 

1995 

1996 

1995 

1996 

1995 

1996 

Industry  Structure 

Number  of  banks . 

1,626 

1,495 

1,058 

1,031 

169 

165 

43 

45 

2,896 

2,736 

Number  of  banks  with  losses . 

53 

78 

27 

30 

3 

5 

0 

0 

83 

113 

Number  of  failed/assisted  banks  . 

1 

2 

0 

0 

0 

0 

0 

0 

1 

2 

Income  Statement  ($  billions) 

Year-to-Date: 

Net  income . 

0.75 

0.67 

2.55 

2.48 

5.97 

5.47 

12.59 

13.93 

21.86 

22.55 

Net  interest  income . 

2.55 

2.32 

8.80 

8.39 

18.38 

18.33 

35.03 

41.58 

64.77 

70.62 

Noninterest  income . 

1.11 

1.06 

2.84 

3.22 

9.68 

9.58 

24.01 

26.91 

37.65 

40.78 

Noninterest  expense . 

2.50 

2.32 

7.37 

7.28 

16.65 

16.11 

37.88 

43.54 

64.40 

69.26 

Loan  loss  provision . 

0.08 

0.09 

0.47 

0.62 

2.22 

3.33 

1.58 

2.96 

4.36 

7.00 

Gains  on  securities  sales,  net  . 

-0.01 

0.00 

-0.01 

0.02 

-0.06 

0.05 

0.21 

0.25 

0.13 

0.32 

Extraordinary  income,  net  . 

0.00 

0.00 

0.00 

0.00 

0.00 

0.03 

-0.01 

0.06 

-0.01 

0.09 

Net  loan  loss . 

0.06 

0.06 

0.40 

0.57 

1.79 

2.98 

1.96 

3.63 

4.20 

7.24 

Third  Quarter: 

Net  income . 

0.27 

0.23 

0.89 

0.82 

2.00 

1.89 

5.24 

5.07 

8.41 

8.01 

Net  interest  income . 

0.86 

0.80 

3.02 

2.90 

6.34 

6.43 

12.44 

15.08 

22.66 

25.21 

Noninterest  income . 

0.42 

0.38 

0.99 

1.11 

3.38 

3.30 

8.84 

9.49 

13.63 

14.27 

Noninterest  expense . 

0.85 

0.79 

2.48 

2.52 

5.60 

5.59 

12.86 

15.46 

21.79 

24.36 

Loan  loss  provision . 

0.04 

0.04 

0.19 

0.26 

1.05 

1.19 

0.42 

1.03 

1.70 

2.52 

Gains  on  securities  sales,  net  . 

0.00 

0.00 

0.00 

0.00 

0.00 

0.01 

0.04 

0.05 

0.04 

0.06 

Extraordinary  income,  net  . 

0.00 

0.00 

0.00 

0.00 

0.00 

0.00 

0.00 

0.00 

0.00 

0.00 

Net  loan  loss . 

0.03 

0.03 

0.16 

0.21 

0.71 

1.08 

0.85 

1.27 

1.76 

2.59 

Performance  Ratios  (%) 

Year-to-Date: 

Return  on  equity . 

12.77 

11.76 

13.93 

13.75 

17.37 

15.61 

17.27 

16.85 

16.63 

15.94 

Return  on  assets . 

1.29 

1.22 

1.27 

1.29 

1.43 

1.33 

1.27 

1.28 

1.31 

1.29 

Net  interest  margin . 

4.39 

4.23 

4.37 

4.34 

4.41 

4.46 

3.53 

3.84 

3.88 

4.05 

Loss  provision  to  loans . 

0.25 

0.31 

0.39 

0.53 

0.81 

1.20 

0.26 

0.42 

0.42 

0.62 

Net  loan  loss  to  loans . 

0.20 

0.20 

0.32 

0.49 

0.65 

1.08 

0.32 

0.52 

0.40 

0.64 

Noncurrent  loans  to  loans  . 

1.15 

1.20 

0.96 

1.02 

0.96 

1.03 

1.37 

1.14 

1.21 

1.11 

Loss  reserves  to  loans . 

1.47 

1.38 

1.56 

1.57 

2.18 

2.16 

2.21 

2.03 

2  11 

2.00 

Loss  reserves  to  noncurrent  loans . 

127.76 

115.23 

161.31 

153.28 

227.01 

209.39 

162.22 

177.85 

174.54 

180.89 

Loans  to  assets . 

54.65 

56.36 

61.44 

61.23 

66.72 

68.04 

63.01 

65.39 

63.45 

65  29 

Loans  to  deposits . 

63.14 

65.27 

74.14 

74.37 

96.90 

101.94 

94.30 

93.39 

90.76 

91.86 

Equity  to  assets . 

10.34 

10.32 

9.36 

9.37 

8.51 

8.73 

7.43 

7.93 

8.03 

8  34 

Estimated  leverage  ratio . 

10.31 

10.41 

9.18 

9.25 

8.07 

8.03 

6.79 

7.00 

7.51 

7.59 

Estimated  risk-based  capital  ratio . 

18.55 

18.16 

15.24 

15.30 

12.67 

12.50 

11.82 

11.58 

12.55 

12.27 

Note:  1996  data  are  preliminary.  Performance  ratios  and  third  quarter  income  statement  data  are  not  adjusted  for  the  impact  of  mergers.  0.00  indicates  a  gain/loss 
of  less  than  $5  million  Numbers  may  not  add  to  total  due  to  rounding 
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Aggregate  condition  data  for  national  banks  by  size 
(Data  through  third  quarter  of  each  year) 


Under  $100M 

$100M-$1B 

$1B-$10B 

Over  $1 0B 

Total 

1995 

1996 

1995 

1996 

1995 

1996 

1995 

1996 

1995 

1996 

Balance  Sheet  ($  billions) 

Assets . 

79.13 

73.99 

277.92 

264.68 

573.31 

570.22 

1,390.82 

1,564  32 

2,321.17 

2,473.22 

Loans  . 

43.25 

41.70 

170.74 

162.06 

382.51 

388.00 

876.29 

1,022.98 

1,472.79 

1,614.73 

Real  estate  (RE)  . 

23.90 

23.17 

95.48 

92.77 

149.65 

150.38 

327.37 

374.77 

596  40 

641  09 

Commercial  &  industrial  (C&l)  .... 

7.19 

7.05 

28.25 

27.47 

80.73 

77.22 

277.79 

311.80 

393.96 

423  55 

Consumer  (cnsmr) . 

7.01 

6.82 

38.22 

33.40 

126.80 

132.24 

134.90 

179.96 

306.94 

352  42 

Noncurrent  loans . 

0.50 

0.50 

1.65 

1.66 

3.67 

4.00 

11.96 

11.69 

17.78 

17  85 

Noncurrent  RE  loans . 

0.24 

0.23 

0.92 

0.85 

1.68 

1.48 

6.61 

5  95 

9  45 

8  51 

Noncurrent  C&l  loans . 

0.22 

0.22 

0.46 

0.48 

0.64 

0.76 

2.85 

2.71 

4.17 

4  16 

Noncurrent  cnsmr  loans . 

0.04 

0.05 

0.23 

0.28 

1.20 

1.63 

2.03 

2.57 

3.51 

4  53 

Other  real  estate  owned . 

0.18 

0.13 

0.42 

0.31 

0.56 

0.47 

3.32 

2.09 

4  48 

3  00 

Securities  not  in  trading  account*  . 

25.55 

22.70 

75.34 

72.15 

110.00 

99.38 

180.97 

189.20 

391.86 

383.43 

Total  liabilities . 

70.94 

66.36 

251.91 

239.87 

524.55 

520.44 

1,287.47 

1,440.30 

2,134.87 

2,266  96 

Total  deposits . 

68.49 

63.89 

230.30 

217.92 

394.74 

380.61 

929.25 

1,095.34 

1,622.78 

1,757  76 

Domestic  deposits . 

68.49 

63.89 

229.86 

217.44 

385.23 

371.69 

655.23 

839.01 

1,338.82 

1,492.03 

Loan  loss  reserve . 

0.64 

0.58 

2.66 

2.54 

8.33 

8.38 

19.41 

20.78 

31.03 

32.28 

Equity  capital . 

8.18 

7.64 

26.00 

24.81 

48.76 

49.78 

103.35 

124.03 

186.30 

206.25 

Total  capital . 

8.58 

8.06 

27.18 

25.96 

53.66 

52.73 

130.45 

145.84 

219.87 

232.60 

Balance  Sheet  Changes  ($  billions) 

Year-to-Date  Changes: 

Assets . 

-7.46 

-4.37 

-0.97 

-7.31 

-27.75 

-23.27 

99.70 

104.68 

63.52 

69.73 

Loans  . 

-3.18 

-0.88 

2.54 

-1.62 

0.06 

-2.87 

88.94 

95.21 

88.36 

89  83 

Noncurrent  loans . 

-0.03 

0.03 

0.04 

0.09 

-0.18 

0.22 

0.07 

-0.17 

-0.09 

0  17 

Other  real  estate  owned . 

-0.05 

-0.02 

-0.10 

-0.05 

-0.27 

-0.08 

-1.14 

-0.61 

-1  56 

-0  76 

Securities  not  in  trading  account*  .  .  . 

-3.89 

-1.93 

-3.78 

-1.38 

-17.70 

-8.72 

2.88 

4.71 

-22.48 

-7  33 

Total  liabilities . 

-7.23 

-4.02 

-2.66 

-6.98 

-29.77 

-23.63 

89.88 

88.09 

50.21 

53.45 

Total  deposits . 

-6.82 

-4.16 

-2.00 

-8.84 

-33.08 

-27.27 

34.68 

102.21 

-7  22 

61.94 

Loan  loss  reserve . 

-0.09 

-0.03 

-0.09 

-0.02 

0.01 

-0.13 

0.13 

1.21 

-0.04 

1  02 

Equity  capital . 

-0.22 

-0.35 

1.69 

-0.33 

2.03 

0.37 

9.82 

16.59 

13.31 

16.28 

Total  capital . 

-0.61 

-0.21 

0.61 

0.01 

0.51 

-0.09 

10.10 

12.25 

10.61 

11.95 

Third  Quarter  Changes: 

Assets . 

-2.24 

-1.30 

5.67 

2.93 

12.53 

17.86 

3.78 

-87.67 

19.75 

-68.18 

Loans  . 

-1.30 

-0.42 

3.60 

3.28 

15.91 

22.05 

12.23 

-42.09 

30.43 

-17  18 

Noncurrent  loans . 

-0.02 

-0.02 

0.08 

0.08 

0.26 

0.45 

-0.53 

-0.65 

-0.21 

-0  14 

Other  real  estate  owned . 

-0.02 

-0.01 

-0.01 

-0.02 

-0.08 

-0.01 

-0.11 

-0.40 

-0.22 

-0  43 

Securities  not  in  trading  account* . 

-0.92 

-0.98 

2.10 

-0.87 

-1.99 

-2.65 

0.92 

-12.02 

0.10 

-16  52 

Total  liabilities . 

-2.09 

-1.27 

5.10 

2.56 

10.42 

16.65 

1.84 

-84.33 

15.26 

-66  40 

Total  deposits . 

-2.11 

-1.43 

4.43 

1.73 

-5.75 

4.27 

9.11 

-41.86 

5.68 

-37  29 

Loan  loss  reserve . 

-0.04 

-0.02 

-0.02 

0.03 

0.60 

0.45 

-0.60 

-0.89 

-0.06 

-O  42 

Equity  capital . 

-0.15 

-0.02 

0.58 

0.37 

2.11 

1.21 

1.95 

-3.34 

4.48 

-1  78 

Total  capital . 

* n  ^  _ _ : _ _  ; —  : _  -4  a  .  .  ,.:i:  i  i  ■  ■ 

-0.18 

-0.08 

0.47 

0.28  1 

2.31 

1.76 

2.05 

-7.04 

4.64 

-5.08 

'Beginning  in  1994,  securities  classified  by  banks  as  "held-to-maturity"  are  valued  at  their  amortized  cost,  and  securities  classified  as  "available-for-sale”  are  valued 

at  their  current  fair  value.  Numbers  may  not  add  to  total  due  to  rounding. 


Note:  1996  data  are  preliminary. 
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Aggregate  performance  data  for  national  banks  by  region 
(Data  through  third  quarter  of  1996) 


northeast 

Southeast 

Central 

Midwest 

Southwest 

West 

Total 

Industry  Structure 

Number  of  banks  . 

313 

368 

582 

498 

679 

296 

2,736 

Number  of  banks  with  losses . 

11 

19 

15 

20 

24 

24 

113 

Number  of  failed/assisted  banks  . 

1 

0 

0 

0 

1 

0 

2 

Income  Statement  ($  billions) 

Year-to-Date: 

Net  income . 

6.75 

4.19 

3.24 

1.89 

2.03 

4  45 

22.55 

Net  interest  income . 

20.93 

13.21 

10.46 

5.06 

6.32 

14.63 

70.62 

Noninterest  income . 

14.31 

6.19 

4.45 

4.01 

3.28 

8.54 

40.78 

Noninterest  expense . 

22.24 

11.97 

9.10 

5.42 

6.20 

14.31 

69.26 

Loan  loss  provision . 

2.47 

1  10 

0.97 

0.76 

0.31 

1.40 

7.00 

Gams  on  securities  sales,  net  . 

0.18 

0.11 

0.04 

0.02 

-0.04 

0.01 

0.32 

Extraordinary  income,  net  . 

0.00 

0.00 

0.00 

0.03 

0.00 

0.06 

0.09 

Net  loan  loss . 

2.60 

0.99 

0.89 

0.68 

0.29 

1.79 

7.24 

Third  Quarter: 

Net  income . 

2.57 

1.40 

1.19 

0.64 

0.69 

1.53 

8.01 

Net  interest  income . 

7.57 

4.68 

3.74 

1.73 

2.20 

5.30 

25.21 

Noninterest  income . 

5.01 

2.11 

1.57 

1.33 

1.15 

3.09 

14.27 

Noninterest  expense . 

7.78 

4.19 

3.17 

1.80 

2.20 

5.24 

24.36 

Loan  loss  provision . 

0.77 

0.47 

0.37 

0.27 

0.11 

0.52 

2.52 

Gains  on  securities  sales,  net  . 

0.02 

0.04 

0.02 

0.00 

-0.01 

0.00 

0.06 

Extraordinary  income,  net  . 

0.00 

0.00 

0.00 

0.00 

0.00 

0.00 

0.00 

Net  loan  loss . 

0.95 

0.37 

0.31 

0.24 

0.11 

0.62 

2.59 

Performance  Ratios  (%) 

Year-to-Date: 

Return  on  equity . 

16  52 

16.01 

14.74 

18.80 

14.54 

15.65 

15.94 

Return  on  assets . 

1.30 

1.23 

1.20 

1.50 

1.21 

1.39 

1.29 

Net  interest  margin . 

4.04 

3.89 

3.87 

4.03 

3.76 

4.57 

4.05 

Loss  provision  to  loans . 

0.74 

0.50 

0.55 

0.96 

0.32 

0.63 

0.62 

Net  loan  loss  to  loans . 

0.78 

0.45 

0.51 

0.85 

0.31 

0.80 

0.64 

Noncurrent  loans  to  loans  . 

1.57 

0.80 

0.90 

0.93 

0.96 

0.98 

1.11 

Loss  reserves  to  loans . 

2.38 

1.60 

1.77 

1.83 

1.54 

2.24 

2.00 

Loss  reserves  to  noncurrent  loans . 

151.20 

199.84 

197.03 

195.54 

161.15 

227.99 

180.89 

Loans  to  assets . 

64.41 

67.26 

66.22 

62.82 

56.27 

69.15 

65.29 

Loans  to  deposits . 

92.50 

96  44 

92.26 

89.32 

71.66 

97.58 

91.86 

Equity  to  assets . 

7.96 

7.85 

8.31 

8.11 

8.59 

9.43 

8.34 

Estimated  leverage  ratio . 

7.45 

7.30 

7.91 

7.87 

8.09 

7.52 

7.59 

Estimated  risk-based  capital  ratio . 

12.38 

11.84 

12.25 

12.62 

13.44 

11.94 

12.27 

Note:  1996  data  are  preliminary.  Performance  ratios  and  third  quarter  income  statement  data  are  not  adjusted  for  the  impact  of  mergers.  0.00  indicates  a  gain/loss 
of  less  than  $5  million.  Numbers  may  not  add  to  total  due  to  rounding. 
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Aggregate  condition  data  for  national  banks  by  region 
(Data  through  third  quarter  of  1996) 


Northeast 

Southeast 

Central 

Midwest 

South  west 

West 

Total 

Balance  Sheet  ($  billions) 

Assets . 

752.95 

482.68 

369.28 

169.94 

226.27 

472  09 

2,473.22 

Loans  . 

485.01 

324.67 

244.53 

106.77 

127.33 

326.43 

1,614  73 

Real  estate  (RE)  . 

158.98 

163.20 

99.33 

37.38 

53.83 

128.36 

641.09 

Commercial  &  industrial  (C&l) . 

140.93 

72.16 

65.81 

26.62 

38.87 

79.15 

423.55 

Consumer  (cnsmr) . 

114.97 

56.58 

57.01 

31.56 

24.74 

67.57 

352  42 

Noncurrent  loans . 

7.62 

2.61 

2.20 

1.00 

1.22 

3.20 

17  85 

Noncurrent  RE  loans . 

3.66 

1.47 

0.92 

0.30 

0.56 

1.60 

8.51 

Noncurrent  C&l  loans . 

1.42 

0.59 

0.70 

0.27 

0.45 

0.73 

4.16 

Noncurrent  cnsmr  loans . 

2.35 

0.47 

0.52 

0.35 

0.15 

0.70 

4  53 

Other  real  estate  owned . 

1.17 

0.54 

0.19 

0.09 

0.17 

0.83 

3.00 

Securities  not  in  trading  account*  . 

109.54 

73.69 

60.19 

32.94 

59.49 

47.59 

383.43 

Total  liabilities . 

692.99 

444.81 

338.59 

156.16 

206.83 

427.58 

2,266.96 

Total  deposits . 

524.33 

336.64 

265.06 

119.53 

177.68 

334.53 

1,757.76 

Domestic  deposits . 

352.57 

319.15 

244.40 

116.79 

175.04 

284.09 

1,492.03 

Loan  loss  reserve . 

11.52 

5.21 

4.34 

1.95 

1.96 

7.30 

32.28 

Equity  capital . 

59.96 

37.87 

30.69 

13.78 

19.44 

44.51 

206.25 

Total  capital . 

72.31 

43.19 

36.02 

15.61 

20.55 

44.92 

232.60 

Balance  Sheet  Changes  ($  billions) 

Year-to-Date  Changes: 

Assets . 

-45.33 

46.39 

2.17 

-0.84 

-1.05 

68.39 

69.73 

Loans  . 

-13.95 

48.85 

13.07 

-1.00 

-4.06 

46.92 

89.83 

Noncurrent  loans . 

-0.24 

0.47 

0.11 

0.04 

0.16 

-0.37 

0.17 

Other  real  estate  owned . 

-0.70 

0.01 

-0.05 

-0.01 

-0.03 

0.02 

-0.76 

Securities  not  in  trading  account*  . 

-2.57 

-4.27 

-0.89 

-0.44 

-2.68 

3.52 

-7.33 

Total  liabilities . 

-42.38 

41.49 

0.68 

-1.12 

-2.10 

56.88 

53.45 

Total  deposits . 

-30.36 

35.63 

1.06 

3.72 

4.59 

47.30 

61.94 

Loan  loss  reserve . 

-0.28 

0.64 

0.11 

0.11 

0.01 

0.43 

1.02 

Equity  capital . 

-2.95 

4.90 

1.49 

0.28 

1.05 

11.52 

16.28 

Total  capital . 

-4.00 

5.94 

2.56 

0.04 

1.23 

6.18 

11.95 

Third  Quarter  Changes: 

Assets . 

-93.61 

6.40 

7.37 

3.30 

0.83 

7.53 

-68.18 

Loans  . 

-41.93 

11.23 

10.06 

0.72 

-0.39 

3.13 

-17.18 

Noncurrent  loans . 

-0.32 

0.19 

0.15 

-0.02 

0.04 

-0.20 

-0.14 

Other  real  estate  owned . 

-0.35 

0.00 

-0.01 

0.00 

-0.01 

-0.05 

-0  43 

Securities  not  in  trading  account* . 

-9.94 

-7.04 

2.35 

-0.36 

-2.95 

1.42 

-16.52 

Total  liabilities . 

-88.81 

5.48 

5.89 

3.14 

0.63 

7.28 

-66.40 

Total  deposits . 

-66.58 

9.30 

6.10 

3.09 

3.04 

7.76 

-37.29 

Loan  loss  reserve . 

-0.80 

0.25 

0.14 

0.04 

0.00 

-0.05 

-0.42 

Equity  capital . 

-4.80 

0.92 

1.49 

0.16 

0.20 

0.25 

-1.78 

Total  capital . 

-7.80 

0.91 

1.64 

-0.19 

0.02 

0.33 

-5.08 

at  their  current  fair  value.  Numbers  may  not  add  to  total  due  to  rounding. 
Note:  1996  data  are  preliminary.  0.00  indicates  a  gain  of  less  than  $5  million. 
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Glossary 


Definitions 

Commercial  Real  Estate  Loans :  Loans  secured  by  nonfarm,  nonresidential  properties. 

Construction  Loans:  Loans  for  construction  and  land  development. 

Extraordinary  Income,  Net:  Net  after-tax  income  from  events  and  transactions  that  are  “unusual  and  infrequent." 

Failed/Assisted  Banks:  National  banks  that  have  been  closed  by,  or  have  received  financial  assistance  from,  the  Federal 
Deposit  Insurance  Corporation  (FDIC). 

Gams  on  Securities  Sales,  Net:  Net  pre-tax  realized  gains  (losses)  on  securities  not  held  in  trading  account. 

Leverage  Ratio:  Ratio  of  estimated  Tier  1  capital  to  estimated  tangible  total  assets. 

Loans:  Total  loans  and  leases  less  unearned  income. 

Net  Loan  Losses:  Total  loans  and  leases  charged  off  (removed  from  balance  sheet  because  of  uncollectibility)  during 
the  period,  less  amounts  recovered  on  loans  and  leases  previously  charged  off. 

Loan  Loss  Reserve:  The  allowance  for  loan  and  lease  losses. 

National  Banks:  Nationally  chartered  commercial  banks,  trust  companies  without  deposits,  nonbank  banks,  and  credit 
card  banks  in  the  United  States  and  its  territories  that  are  insured  by  either  the  Bank  Insurance  Fund  or  the  Savings 
Association  Insurance  Fund  of  the  FDIC  and  filed  a  call  report. 

Noncurrent  Loans:  The  sum  of  loans  and  leases  90  days  or  more  past  due  plus  nonaccrual  loans. 

Net  Interest  Margin:  Net  interest  income  as  a  percent  of  average  assets. 

Other  Real  Estate  Owned  (OREO):  Real  estate  acquired  by  a  bank  for  debts  previously  contracted  (i.e.,  foreclosed  real 
estate).  Also  includes  property  formerly  used  or  intended  for  use  for  banking  purposes. 

Regions:  Northeast  (NE)  —  Connecticut,  Delaware,  District  of  Columbia,  Maine,  Maryland,  Massachusetts,  New 
Hampshire,  New  Jersey,  New  York,  Pennsylvania,  Puerto  Rico,  Rhode  Island,  Vermont,  Virgin  Islands;  Southeast  (SE)  — 
Alabama,  Florida,  Georgia,  Mississippi,  North  Carolina,  South  Carolina,  Tennessee,  Virginia,  West  Virginia;  Central  (CE) 
—  Illinois,  Indiana,  Kentucky,  Michigan,  Ohio,  Wisconsin;  Midwest  (MW)  —  Iowa,  Kansas,  Minnesota,  Missouri,  Nebraska, 
North  Dakota,  South  Dakota;  Southwest  (SW)  —  Arkansas,  Louisiana,  New  Mexico,  Oklahoma,  Texas;  West  (WE)  — 
Alaska,  Arizona,  California,  Colorado,  Guam,  Hawaii,  Idaho,  Montana,  Nevada,  Oregon,  Utah,  Washington,  Wyom¬ 
ing. Each  bank  in  a  multinational  bank  holding  company  is  included  in  the  region  in  which  the  bank  is  located. 

Residential  Real  Estate:  Loans  secured  by  one-  to  four-family  and  multifamily  (five  or  more)  residential  properties. 

Risk-based  Capital  (RBC)  Ratio:  Ratio  of  estimated  total  capital  to  estimated  risk-weighted  assets. 

Securities  Not  in  Trading  Account:  Total  securities  excluding  those  held  in  trading  accounts.  Beginning  in  1994,  securities 
classified  by  banks  as  “held-to-maturity”  are  valued  at  their  amortized  cost,  and  securities  classified  as  “available-for-sale" 
are  valued  at  their  current  fair  value. 

Total  Capital:  The  sum  of  Tier  1  and  Tier  2  capital.  Tier  1  capital  consists  of  common  shareholders  equity,  perpetual 
preferred  shareholders  equity  with  noncumulative  dividends,  retained  earnings,  and  minority  interests  in  the  equity 
accounts  of  consolidated  subsidiaries.  Tier  2  capital  consists  of  subordinated  debt,  intermediate-term  preferred  stock, 
cumulative  and  long-term  preferred  stock,  and  a  portion  of  a  bank’s  allowance  for  loan  and  lease  losses. 


Computation  Methodology 

Current  quarter  income  statement  items  were  calculated  by  summing  the  difference  between  the  year-to-date  and  previous 
quarter  numbers  of  each  item  for  all  banks  that  filed  a  current  quarter  call  report.  For  performance  ratios  constructed  by 
di  /idmg  an  income  statement  (flow)  item  by  a  balance  sheet  (stock)  item,  the  income  statement  item  for  the  period  was 
annualized  (multiplied  by  the  number  of  periods  in  a  year)  and  the  average  of  the  balance  sheet  item  for  the  period 
(beginnmg-of  period  amount  plus  end-of-period  amount  divided  by  two)  was  used. 
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Recent  Corporate  Decisions 


Interstate  Transactions 

On  July  9,  1996,  Bank  of  America  NT&SA,  San  Fran¬ 
cisco,  California,  received  approval  to  merge  with  its 
New  York  affiliate,  BankAmerica  National  Trust  Com¬ 
pany,  New  York,  New  York,  under  the  early  opt-in  pro¬ 
vision  of  the  Riegle-Neal  Interstate  Banking  and 
Branching  Efficiency  Act  of  1994  (hereinafter,  “Riegle- 
Neal”). 

On  July  18,  1996,  FNB  of  Maryland,  Baltimore,  Mary¬ 
land,  received  approval  and  established  branches  in 
the  District  of  Columbia  and  another  branch  in  Virginia, 
under  the  early  opt-in  provision  of  Riegle-Neal.  In  addi¬ 
tion,  on  July  25,  1996,  FNB  of  Maryland  was  granted 
approval  to  acquire  Washington  Federal  Savings  Bank, 
Herndon,  Virginia,  under  the  authority  of  12  USC  215c. 
Washington  Federal  has  branches  in  the  District  of 
Columbia,  Maryland,  and  Virginia. 

On  August  2,  1996,  Sun  World,  N.A.,  El  Paso,  Texas,  a 
subsidiary  of  NationsBank,  received  approval  to  relo¬ 
cate  to  Santa  Teresa,  New  Mexico,  and  establish  a 
branch  at  its  previous  head  office  site. 

On  August  6,  1996,  The  FNB  of  Boston,  Boston,  Mas¬ 
sachusetts,  received  approval  to  merge  with  BayBank, 
N.A.,  Boston,  Massachusetts.  BayBank  is  an  interstate 
bank  with  branches  in  Massachusetts  and  Connecti¬ 
cut.  BayBank  also  held  nonconforming  money  market 
preferred  stock  that  the  OCC  permitted  it  to  retain  when 
it  converted  to  a  national  bank.  The  approval  allows  the 
resulting  bank  to  hold  the  money  market  preferred 
stock  for  two  years  unless  the  OCC  extends  the  period. 

On  August  7,  1996,  Franklin  National  Bank  of  Virginia, 
Alexandria,  Virginia,  received  approval  to  relocate  to 
the  District  of  Columbia,  establish  a  branch  at  its  pre¬ 
vious  head  office  site,  and  merge  with  and  into  its  DC 
affiliate.  This  was  the  first  interstate  relocation  from 
Virginia  to  DC.  Prior  to  filing  this  proposal,  Franklin 
established  its  first  branch  in  Virginia  and  another  in 
Maryland  under  the  early  opt-in  provision  of  Riegle- 
Neal. 

On  August  8,  1996,  CoreStates  Bank,  N.A.,  Philadel¬ 
phia,  Pennsylvania,  received  approval  to  acquire  Dela¬ 
ware  Trust  Company,  Wilmington,  Delaware,  a 
state-chartered  affiliate.  This  is  the  first  Riegle-Neal 
merger  between  these  two  states.  Delaware  Trust  Com¬ 
pany  owns  a  full  service  state-chartered  bank,  as  a 
subsidiary,  that  limits  its  activities  to  fiduciary,  invest¬ 


ment  management  and  other  related  services.  The 
subsidiary  is  not  a  bank  for  federal  Bank  Holding  Com¬ 
pany  Act  purposes,  as  it  is  not  an  "insured  bank"  and 
it  neither  accepts  demand  deposits  nor  makes  com¬ 
mercial  loans.  Thus,  CoreStates  will  not  be  a  bank 
holding  company.  The  subsidiary  holds  an  inactive 
insurance  license.  CoreStates  committed  that  it  would 
not  activate  the  insurance  license  without  OCC’s  prior 
approval. 

On  August  9,  1996,  Crestar  Bank,  N.A.,  Washington, 
DC,  received  approval  to  relocate  its  head  office  to 
Vienna,  Virginia,  and  establish  a  branch  at  its  former 
head  office  site.  The  relocation  was  filed  to  accommo¬ 
date  the  future  consolidation  of  the  three  Crestar  banks 
(one  national  and  two  state)  under  a  state  charter. 

On  August  20,  1996,  Mellon  Bank,  N.A.,  Greensburg, 
Pennsylvania,  received  approval  to  merge  with  its  affili¬ 
ated  banks  in  New  Jersey  and  Maryland  under  the  early 
opt-in  provision  of  Riegle-Neal.  These  were  the  first 
Riegle-Neal  mergers  to  be  approved  for  a  national  bank 
in  Pennsylvania  to  merge  with  banks  in  the  states  of 
New  Jersey  and  Maryland. 

On  August  20, 1996,  PNC  Bank,  N.A.,  Pittsburgh,  Pennsyl¬ 
vania,  received  approval  to  merge  into  its  affiliate,  Midlantic 
Bank,  N.A.,  Newark,  New  Jersey,  under  the  early  opt-in 
provision  of  Riegle-Neal.  The  resulting  bank  will  retain  the 
PNC  title  and  be  headquartered  in  Pittsburgh. 

On  August  23,  1996,  First  National  Bank  of  McCon- 
nellsburg,  Pennsylvania,  received  approval  to  establish 
a  de  novo  branch  in  Hancock,  Maryland,  under  the 
early  opt-in  provision  of  Riegle-Neal.  This  would  be  the 
second  de  novo  branch  to  be  established  in  Maryland 
by  a  national  bank  in  Pennsylvania. 

On  August  28,  1996,  Union  Planters,  N.A.,  West  Mem¬ 
phis,  Arkansas,  received  approval  to  relocate  its  head 
office  to  Memphis,  Tennessee,  establish  a  branch  at  its 
previous  head  office  site,  and  merge  into  its  affiliate, 
Union  Planters  National  Bank,  Memphis,  Tennessee. 
This  was  the  first  approval  for  a  national  bank  to  relocate 
from  Arkansas  to  Tennessee. 

On  August  31,  1996,  Wells  Fargo  Bank,  N.A.,  San 
Francisco,  California,  received  approval  to  merge  with 
its  affiliate,  Wells  Fargo  Bank  of  Arizona,  N.A..  Phoenix, 
Arizona  (formerly  First  Interstate  Bank  of  Arizona,  N.A.) 
under  the  early  opt-in  provision  of  Riegle-Neal.  Ari¬ 
zona's  opt-in  law  became  effective  on  August  31 ,  1996 
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On  September  20,  1996,  Century  National  Bank,  Wash¬ 
ington,  DC,  received  approval  to  establish  a  branch  in 
McLean,  Virginia,  under  the  early  opt-in  provision  of 
Riegle-Neal. 

On  September  24,  1996,  American  National  Bank  & 
Trust  Company,  Danville,  Virginia,  received  approval  to 
purchase  the  assets  and  liabilities  of  the  Yanceyville, 
North  Carolina  branch  and  related  CBCT  of  FirstSouth 
Bank,  Burlington,  North  Carolina.  This  was  the  first 
purchase  and  assumption  of  a  branch  to  be  approved 
for  a  national  bank  under  the  early  opt-in  provision  of 
Riegle-Neal. 

On  September  27,  1996,  Douglass  Bank,  Kansas  City, 
Kansas,  received  approval  to  convert  to  a  national  bank 
with  trust  powers,  perform  a  quasi-reorganization  of  its 
capital  accounts,  relocate  to  Kansas  City,  Missouri,  and 
establish  a  branch  at  its  former  head  office  site.  The 
bank's  holding  company,  Douglass  Bancorp,  was 
recently  awarded  funding  from  the  Community  De¬ 
velopment  Financial  Institution  Fund.  However,  the 
bank  did  not  seek  designation  as  a  bank  with  a  com¬ 
munity  development  focus,  which  would  have  made  it 
eligible  for  national  banks  to  purchase  its  stock  under 
12CFR  24. 

On  September  30,  1996,  Union  Planters  National  Bank, 
Memphis,  Tennessee,  received  approval  to  merge  with 
its  recently  acquired  affiliate,  Leader  Federal  Savings 
Bank,  Memphis,  Tennessee,  and  acquire  four  DeSoto 
County,  Mississippi  branches  and  two  CBCTs  from  two 
other  affiliated  banks.  This  was  the  final  step  in  bringing 
all  affiliated  branches  located  in  the  Memphis  Metro¬ 
politan  Area  under  the  same  charter.  Union  Planters 
also  received  approval  to  continue  operating  six  oper¬ 
ating  subsidiaries  of  Leader  Federal.  Two  of  the  oper¬ 
ating  subsidiaries  conduct  activities  that  are 
impermissible  for  a  national  bank  (insurance  and  real 
estate  development).  Union  Planters  was  allowed  to 
retain  the  subsidiaries  based  on  its  committment  to 
bring  the  subsidiaries'  activities  into  conformance  with 
permissible  activities  for  a  national  bank  prior  to  con¬ 
summating  the  merger.  Two  CRA-related  protests  were 
received  and  thoroughly  investigated  by  the  OCC  Our 
findings  did  not  lead  us  to  question  Union  Planters’ 
“Satisfactory”  CRA  rating  or  to  condition  the  approv¬ 
als. 

On  September  30,  1 996,  Connecticut  River  Bank,  Char¬ 
lestown,  New  Hampshire,  received  approval  to  convert 
to  a  national  bank,  relocate  to  Springfield,  Vermont,  and 
establish  a  branch  at  its  former  head  office  site.  The 
bank  was  also  granted  approval  to  retain  shares  of 
common  stock  in  two  utility  companies  based  on  rep¬ 
resentations  that  it  will  dispose  of  the  stock  when  the 
stock's  market  value  equals  or  exceeds  cost. 


Charters 

On  July  18,  1996,  TCF  Financial  Corporation,  Minne¬ 
apolis,  Minnesota,  received  approval  to  charter  a  na¬ 
tional  bank  in  each  of  four  states:  Illinois,  Michigan, 
Minnesota,  and  Wisconsin.  The  banks  will  have  stand¬ 
alone  head  offices,  separate  management  teams,  and 
slightly  different  boards  from  the  affiliated  thrifts.  How¬ 
ever,  each  bank  will  operate  in  tandem  with  the  thrifts, 
in  the  sharing  of  branches  and  employees.  TCF  com¬ 
mitted  to  complying  with  current  and  any  future  guide¬ 
lines  the  agency  may  issue  on  tandem  operations.  The 
purpose  of  the  banks  is  to  facilitate  the  migration  of 
deposits  from  SAIF  to  BIF,  and  to  further  TCF’s  business 
shift  toward  that  of  a  commercial  bank.  The  proposal 
was  protested  by  the  American  Bankers  Association 
and  a  number  of  others  on  the  grounds  that  it  violates 
the  SAIF  conversion  moratorium.  The  FDIC  and  OCC 
concluded  that  voluntary  deposit  migration  between 
affiliated  institutions  did  constitute  a  violation  of  the 
conversion  moratorium  under  the  FDI  Act. 

On  August  2,  1996,  Great  Western  Financial  Corpora¬ 
tion,  Chatsworth,  California,  received  approval  to  char¬ 
ter  two  national  banks,  one  in  California  and  another  in 
Florida.  The  charter  proposals  are  similar  to  the  TCF 
transaction  discussed  above. 

On  July  18,  1996,  Fingerhut  Companies,  Inc.,  received 
conditional  approval  to  charter  a  national  CEBA  credit 
card  bank  in  Sioux  Falls,  South  Dakota.  The  proposed 
bank  is  to  be  entitled,  “Fingerhut  National  Bank."  Fin¬ 
gerhut  is  the  second  largest  catalog  marketer  of  con¬ 
sumer  products  sold  in  the  United  States.  The 
proposed  bank  is  to  offer  a  private  label  card  restricted 
to  Fingerhut  customers  for  the  purchase  of  propriety 
products  on  a  closed-end  credit  basis.  The  Federal 
Reserve  reviewed  the  appropriateness  of  a  CEBA 
credit  card  bank  offering  a  closed-end  credit  product 
and  issued  a  No  Objection  letter.  In  addition,  based  on 
OCC  No  Objection  Letter  93-01,  OCC  concluded  that 
the  bank  is  not  a  depository  institution  for  the  purposes 
of  the  Depository  Institutions  Management  Interlocks 
Act,  12  USC  3201,  as  long  as  it  does  not  accept 
deposits  from  the  public.  Consequently,  the  OCC  had 
no  objection  to  an  individual  serving  as  director  of  both 
the  proposed  bank  and  another  bank  located  in  Sioux 
Falls.  The  proposed  bank  also  received  approval  to  be 
considered  a  limited-purpose  bank  under  the  Commu¬ 
nity  Reinvestment  Act.  The  conditions  to  the  approval 
were  the  normal  conditions  the  OCC  imposes  on  CEBA 
credit  card  bank  charters. 

On  July  25,  1996,  Diamond  Shamrock  Refining  and 
Marketing  Company,  San  Antonio,  Texas,  received  con¬ 
ditional  approval  to  charter  a  national  CEBA  credit  card 
bank  in  Albuquerque,  New  Mexico,  to  be  entitled. 
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“DSRM  National  Bank.”  Diamond  Shamrock  is  a  re¬ 
gional  refiner  and  marketer  of  petroleum  products,  with 
more  than  2,000  outlets  throughout  the  southwestern 
United  States.  The  proposed  bank  also  received  ap¬ 
proval  to  be  considered  a  limited-purpose  bank  under 
the  CRA.  The  conditions  to  the  approval  were  the 
normal  conditions  the  OCC  imposes  on  CEBA  credit 
card  bank  charters. 

Operating  Subsidiaries 

On  July  15,  1996,  First  National  Bank  of  Maryland,  DC, 
Washington,  DC,  received  approval  to  establish  one  or 
more  operating  subsidiaries  to  acquire  title  to  and  hold 
other  real  estate  owned.  Approval  was  also  granted  for 
the  bank  to  make  investments,  through  an  operating 
subsidiary,  in  one  or  more  limited  liability  companies  in 
conjunction  with  other  participants  in  loans  secured  by 
real  property.  The  approvals  were  subject  to  the  stand¬ 
ard  conditions  for  minority  investments  in  other  entities. 

On  September  11,1 996,  Texas  Commerce  Bank,  N.A., 
Houston,  Texas,  received  approval  to  establish  an  op¬ 
erating  subsidiary  that  will  hold  a  50  percent  interest  in 
two  limited  liability  companies.  Sallie  Mae  will  hold  the 
other  50  percent.  The  first  LLC  will  market  student  loans 
originated  by  other  affiliated  banks  of  Chase  Manhattan 
Corporation.  The  second  LLC  will  acquire  newly  origi¬ 
nated  student  loans  from  the  Chase  banks  as  well  as 
acquire  the  banks’  existing  student  loan  portfolios. 


Sallie  Mae  will  service  the  loans.  The  approvals  were 
subject  to  the  standard  conditions  for  minority  invest¬ 
ments  in  other  entities. 

On  September  20,  1996,  The  First  National  Bank  of 
Chicago,  Chicago,  Illinois,  received  approval  to  estab¬ 
lish  a  new  operating  subsidiary  that  will  sell  synthetic 
variable  rate  municipal  bonds,  a  derivative  product  that 
combines  the  tax-exempt  characteristics  of  a  municipal 
bond  with  a  variable  rate  of  return.  The  subsidiary  will 
form  a  series  of  trusts,  organized  as  partnerships.  Each 
trust  will  hold  a  single  issue  of  bonds  from  a  single 
obligor.  The  trusts  will  issue  interests  that  the  bank  will 
sell  by  private  placement  to  a  limited  number  of  institu¬ 
tional  investors. 

Mobile  Branch 

On  September  25,  1996,  Fleet  National  Bank,  Spring- 
field,  Massachusetts,  received  approval  to  establish  a 
mobile  branch  in  Connecticut.  This  will  be  the  first 
mobile  branch  to  be  approved  for  a  national  bank  in  the 
State  of  Connecticut,  since  the  OCC  suffered  a  setback 
in  a  mobile  branching  case  (see  Brown  v.  Clarke,  1 989). 
Earlier  this  year,  Connecticut  enacted  a  mobile  branch¬ 
ing  law.  The  new  law  requires  that  each  site  be  prede¬ 
termined  and  satisfy  certain  qualitative  review  factors 
in  order  to  receive  regulatory  approval.  The  OCC  ap¬ 
proved  12  initial  sites  and  will  process  additional  sites 
as  requested. 
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Appeals  Process 


Case  One:  Appeal  of  CAMEL  Rating 

Background 

A  formal  appeal  was  received  from  a  bank,  which 
disagreed  with  the  composite  CAMEL  rating  of  “3,” 
assigned  during  their  most  recent  safety  and  sound¬ 
ness  examination.  The  bank’s  chairman  provided  a 
summary  of  the  bank’s  view  of  the  more  significant 
misstatements  and  omissions  of  fact  included  in  the 
Report  of  Examination  (ROE): 

1 .  The  decline  in  the  Tier  1  capital  to  assets  ratio 
was  the  result  of  significant  asset  growth.  During 
1995,  the  bank  acquired  a  portfolio  of  approxi¬ 
mately  20  international  deposit-backed  loans  to¬ 
taling  over  $40MM.  The  loans  were  transferred 
directly  from  another  bank,  no  international  cur¬ 
rency  transactions  or  wire  transfers  took  place 
from  banks  outside  the  United  States.  The  bank 
had  more  than  5  years  experience  in  handling 
international  deposit-backed  loans.  The  loans 
have  been  reviewed  at  two  special  OCC  exams 
and  the  underwriting  was  never  criticized  by  the 
OCC. 

2.  The  bank  always  has  the  option  to  not  renew 
the  short-term  international  deposit-backed 
loans,  which  would  significantly  increase  the 
bank’s  Tier  1  capital  ratio.  The  bank  recently  initi¬ 
ated  this  control  and  raised  the  Tier  1  capital  ratio 
to  approximately  7  percent  by  the  nonrenewal  of 
those  loans. 

3.  Although  the  bank’s  Tier  1  leverage  capital  ratio 
did  decline  in  1995,  the  actual  dollar  amount  of 
Tier  1  capital  grew  by  over  SIMM,  a  40  percent 
increase.  This  growth  was  primarily  attributed  to 
an  increase  in  interest  income,  which  was  gener¬ 
ated  by  (a)  the  deposit-backed  loans,  (b)  the 
increase  in  value  of  the  bank’s  mutual  fund  port¬ 
folio,  and  (c)  a  capital  injection  by  the  bank’s 
owner. 

4.  The  bank’s  mutual  fund  investments  were  also 
subject  to  OCC  reviews  and  have  been  re-exam¬ 
ined  numerous  times  over  the  five  years  the  bank 
has  managed  this  portfolio.  The  interest  rate  risk 
was  never  mentioned  as  a  major  concern  of  the 
OCC  prior  to  this  exam. 


5.  Although  this  is  the  first  time  the  OCC  has 
recommended  that  the  bank’s  capital  plan  include 
the  impact  of  fluctuations  in  interest  rates  and  that 
the  bank’s  written  policies  set  forth  procedures  to 
control  and  inform  the  board  of  directors  of  inter¬ 
est  rate  risk,  the  board  has  regularly  been  ap¬ 
prised  of  the  degree  of  interest  rate  risk  and  its 
impact  on  capital  and  earnings  and  has  always 
accepted  those  levels  as  manageable. 

In  the  appeal  letter  the  chairman  also  stated  that  while 
the  bank  does  not  agree  with  the  conclusions  drawn  by 
the  OCC  or  the  degree  of  severity  afforded  many  of  their 
concerns,  the  board  and  management  have  already 
taken  the  following  action  to  resolve  the  major  concerns 
as  follows: 

1 .  The  ROE  indicates  that  Tier  1  capital  is  inade¬ 
quate  at  4.24  percent  as  of  year  end.  Since  the 
bank’s  request  for  an  exception  to  operate  the 
bank  below  the  minimum  ratio  was  not  granted, 
the  board  of  directors  passed  a  resolution  to 
increase  Tier  1  capital  to  6  percent  within  90  days 
by  controlling  the  renewal  of  the  deposit-backed 
international  loans. 

2.  The  bank  has  disposed  of  all  of  its  mutual  fund 
investments  to  reduce  their  impact  on  capital  and 
earnings  from  interest  rate  risk. 

The  chairman  also  noted  that  at  the  time  of  appeal  the 
bank’s  Tier  1  leverage  ratio  was  already  approximately 
7  percent. 

Discussion 

During  the  third  quarter  of  1995,  the  bank  acquired  a 
portfolio  of  loans  made  to  foreign  corporations  and 
individuals  secured  by  third  party  certificates  of  deposit 
(offshore  shell  corporations).  On  September  30,  1995, 
the  bank  reported  a  Tier  1  leverage  ratio  of  4.05  percent 
due  to  the  funding  of  the  $40MM  in  deposit-backed 
international  loans  during  the  third  quarter.  A  month 
later  the  bank  requested  authority  to  operate  with  less 
than  the  minimum  Tier  1  leverage  ratio  required  under 
12  CFR  3.6.  The  bank’s  request  for  an  exemption  was 
not  granted.  As  of  December  31,  1995,  the  bank’s  Tier 
1  leverage  ratio  was  4.24  percent. 

The  bank’s  ROE  describes  the  Office  of  the  Comptroller 
of  the  Currency’s  (OCC’s)  primary  concern  as  the  drop 
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in  the  bank's  Tier  1  capital  as  a  percent  of  adjusted  total 
assets  (leverage  ratio)  to  an  unacceptable  level.  The 
drop  in  the  leverage  ratio  was  a  result  of  the  bank 
significantly  increasing  their  holdings  of  loans  to  foreign 
corporations  and  individuals  secured  by  third  party 
certificates  of  deposit.  Because  of  the  drop  in  capital 
ratios,  the  bank's  supervisory  office  also  became  very 
concerned  about  the  levels  of  interest  rate  risk,  the 
bank's  earnings,  and  the  supervision  by  management 
and  the  board  of  directors. 

Subsequent  to  the  examination  the  board  of  directors 
passed  the  following  resolution: 

BE  IT  RESOLVED,  that  steps  will  be  taken  to 
reduce  the  number  and  amount  of  international 
loans  so  that  a  capital-to-assets  ratio  of  no  less 
than  6  percent  is  attained  within  ninety  days  and, 
that  future  international  loan  business  would  not 
cause  the  bank  to  fall  below  6  percent. 

BE  IT  RESOLVED,  that  the  bank’s  mutual  fund 
holdings  will  be  disposed  of  within  the  next  30 
days. 

BE  IT  RESOLVED,  that  at  this  time,  mutual  funds 
will  not  be  considered  an  appropriate  investment 
for  the  bank. 

Through  runoff  of  a  portion  of  the  bank’s  deposit- 
backed  loans,  the  bank's  Tier  1  capital  ratio  was  ap¬ 
proximately  7  percent  at  the  time  of  the  appeal  and  the 
bank  had  disposed  of  all  of  its  mutual  fund  investments. 

Conclusion 

The  significant  growth  in  the  deposit  backed  loans 
during  1995  materially  changed  the  bank’s  risk  profile. 
The  ombudsman  concluded  that  at  the  time  of  the 
examination  the  “3"  rating  assigned  in  the  bank’s  most 
recent  ROE  was  appropriate.  However,  the  subsequent 
actions  taken  by  the  board  to  resolve  the  OCC’s  major 
concerns  changed  the  risk  profile  of  the  bank  to  the 
point  of  justifying  a  new  examination.  The  ombudsman 
requested  the  supervisory  office  to  schedule  an  exami¬ 
nation  to  reassess  the  bank’s  current  condition. 

Material  Subsequent  Event:  The  bank  was  recently 
re-examined  by  the  supervisory  office  and  the  bank's 
composite  CAMEL  rating  was  upgraded  to  a  composite 
CAMEL  "2.” 


Case  Two:  Appeal  of  Violation  of 
Dividend  Calculation 

Background 

A  bank  disagreed  with  a  violation  of  12  USC  60(b) 
pertaining  to  the  declaration  and  payment  of  an  illegal 
dividend  in  December  1994.  The  disagreement  in¬ 
volves  the  calculation  of  the  maximum  allowable  divi¬ 
dends  the  bank  could  have  paid.  Three  issues  are 
involved: 

•  Stock  Dividend.  Bank  managers  do  not  believe 
that  a  stock  dividend  paid  in  1993  is  a  dividend 
for  purposes  of  60(b).  Therefore,  they  do  not 
believe  it  should  be  included  in  the  calculation. 

•  Intercompany  Payment.  The  appeal  also  dis¬ 
putes  the  designation  of  an  intercompany  pay¬ 
ment  as  a  dividend  for  the  purposes  of  this 
statute.  In  early  1994,  the  bank’s  parent  com¬ 
pany  formed  the  existing  bank  through  a  com¬ 
plex,  multistep,  reverse  acquisition  of  a 
predecessor  bank.  Among  the  steps  in  the 
transaction,  the  parent  formed  an  interim  na¬ 
tional  bank.  With  the  prior  concurrence  of  the 
OCC,  the  predecessor  bank  lent  the  parent  a 
portion  of  the  funds  it  used  to  initially  capitalize 
the  interim  bank.  The  interim  bank  was  then 
merged  with  the  predecessor  bank  into  the 
appealing  bank’s  existing  charter.  Immediately 
following  the  merger,  the  appealing  bank  “de¬ 
clared  a  cash  dividend”  to  its  parent  in  the 
amount  of  the  initial  capitalization.  The  parent 
then  used  the  proceeds  to  repay  the  loan  to  the 
predecessor  bank  (now  the  appealing  bank) 
and  replenish  the  holding  company’s  cash.  The 
entries  did  not  have  any  impact  upon  the 
bank’s  capital  levels,  i.e. ,  its  capital  immedi¬ 
ately  following  the  merger  and  after  the  divi¬ 
dend  was  exactly  the  same. 

•  Accounting  Adjustments.  The  examiners  iden¬ 
tified  errors  in  the  bank’s  official  reports  during 
an  examination  that  began  November  28, 
1994.  Year-to-date  September  30,  1994  earn¬ 
ings  were  revised  from  a  small  net  income  to  a 
large  net  loss  due  to  understated  goodwill  as¬ 
sociated  with  certain  acquisition  costs,  loan 
charge-offs,  and  ALLL  balance.  Additionally, 
the  bank  discovered  in  March  1995  that  the 
intercompany  payment  was  apparently  not  ac¬ 
curately  reported  on  its  call  report.  The  bank 
believes  it  properly  relied  on  its  call  report,  as 
originally  filed,  in  calculating  the  maximum  divi- 
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dend  for  purposes  of  the  December  1994  divi¬ 
dend. 

Discussion 

The  statute,  12  USC  60(b)  requires  a  bank  to  obtain 
prior  OCC  approval  if  the  total  of  all  dividends  declared 
in  any  one  calendar  year  exceeds  the  total  of  its  net 
income  of  that  year  plus  the  retained  net  income  (net 
income  less  dividends)  for  the  preceding  two  years. 

Stock  Dividends.  The  statute  is  silent  on  the  application 
of  stock  dividends.  The  OCC’s  historical  position  has 
been  that  stock  dividends  are  dividends  for  purposes 
of  section  60(b).  See,  e.g.,  Letter  from  William  B.  Camp, 
Comptroller,  to  Manuel  F.  Cohn,  Chairman,  SEC  (April 
8,  1968)  and  Letter  from  Donald  G.  Coonley,  Chief 
National  Bank  Examiner  (September  10,  1992).  How¬ 
ever,  the  OCC  has  not  made  its  historical  position  clear 
to  all  banks  by  regulation  or  otherwise.  Also,  the  Board 
of  Governors  of  the  Federal  Reserve  System  has  issued 
a  policy  statement  specifically  stating  that  stock  divi¬ 
dends  are  not  to  be  taken  into  account  for  purposes  of 
section  60(b).  See  1960  Fed.  Res.  Bull.  858.  Since  a 
stock  dividend  does  not  result  in  the  distribution  of  cash 
or  assets,  the  board  does  not  consider  the  term  “divi¬ 
dend”  in  this  statute  as  including  stock  dividends. 

Intercompany  Payment.  The  bank  made  this  intercom¬ 
pany  payment  solely  to  facilitate  a  complex,  multistep, 
reverse  acquisition  of  another  institution.  The  legislative 
history  of  the  statute  indicates  that  its  intent  was  to 
protect  the  capital  of  national  banks.  It  provides  the 
OCC  with  a  legal  mechanism  to  prevent  national  banks 
from  dissipating  their  capital  through  dividend  pay¬ 
ments.  Despite  the  fact  that  the  bank  made  this  inter¬ 
company  payment  out  of  its  undivided  profits  account, 
all  of  the  bank’s  accounts  after  the  acquisition  were  the 
same  as  all  of  the  predecessor  bank’s  accounts  before 
the  acquisition.  The  acquisition  merely  involved  a  trans¬ 
fer  of  funds  from  its  capital  stock  and  surplus  accounts 


to  its  undivided  profits  account.  Viewing  the  bank  as  a 
de  facto  continuation  of  the  predecessor  bank,  the 
multistep  transaction  did  not  alter  the  bank's  overall 
capital  or  cash  positions. 

Accounting  Adjustments.  The  largest  decrease  to  earn¬ 
ings  resulted  from  an  inadequate  ALLL  balance  based 
upon  loans  downgraded  by  the  OCC  and  external  loan 
review.  Two  loan  losses  accounted  for  one-half  of  the 
increases  to  the  ALLL.  The  examiners  also  identified 
inadequate  accounting  controls  that  resulted  in  addi¬ 
tional  adjustments  regarding  prepaid  expenses,  ac¬ 
counts  receivable,  OREO  losses,  overdrafts,  and 
miscellaneous  other  expenses.  As  a  result,  the  exam¬ 
iners  cited  the  bank  in  violation  of  12  USC  161  (inaccu¬ 
rate  call  reports).  OCC  Banking  Bulletin  90-44  directs 
national  banks  to  use  the  net  income  amount  reported 
in  its  call  report  in  calculating  its  dividend-paying  ca¬ 
pacity  under  60(b).  Underlying  this  guidance  is  the 
assumption  that  the  net  income  amount  in  the  call 
report  is  accurate,  i.e. ,  reported  in  compliance  with  all 
applicable  reporting  requirements. 

Conclusion 

The  ombudsman  concurs  with  the  bank’s  appeal  that 
both  the  stock  dividend  and  the  intercompany  payment 
involve  unique  considerations.  He  also  agrees  that,  in 
economic  reality,  neither  payment  contravenes  the 
statutory  purpose  of  preventing  the  dissipation  of  bank 
capital.  Therefore,  he  decided  that  neither  payment  is 
a  dividend  for  the  purposes  of  12  USC  60(b). 

However,  the  violation  of  12  USC  60(b)  remains.  The 
bank  refiled  its  March,  June,  and  September  1994  call 
reports  to  correct  the  errors  identified  as  a  result  of  the 
examination.  The  income  and  dividend  numbers  based 
on  those  corrections  still  reflect  the  payment  of  exces¬ 
sive  dividends,  excluding  the  stock  dividend  and  the 
intercompany  payment. 
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I  have  heard  good  things  about  the  Financial  Services 
Technology  Consortium  for  quite  a  while  now.  You  clear¬ 
ly  have  a  significant  leadership  role  in  the  arena  of 
electronic  money  and  banking.  As  we  all  know,  there 
some  difficult  issues  to  be  addressed  in  this  arena  — 
issues  with  broad  implications.  I  speak  for  many  of  my 
colleagues  at  the  OCC  and  the  Treasury  Department  in 
saying  that  we  are  grateful  for  the  contributions  you 
have  already  made  to  helping  find  solutions  to  these 
challenges,  and  we  have  high  hopes  and  expectations 
for  your  efforts  going  forward. 

When  Jim  Luisi  invited  me  to  speak,  he  asked  that  I  give 
an  overview  of  the  current  legislative  and  regulatory 
climate  as  it  relates  to  electronic  money  and  banking. 
But  let  me  begin  with  a  little  bit  of  background.  Many  of 
you  have  been  active  in  this  area  for  a  good  long  time. 

I  only  got  started  in  it  about  a  year  ago,  and  when  I  did, 
my  ears  were  still  ringing  —  perhaps  I  should  say 
burning  —  with  Bill  Gates’  famous  statement  to  the 
effect  that  banks  are  dinosaurs.  Few  people  in  the  world 
at  large  stopped  to  think  about  the  implications  of  that 
statement  for  bank  regulators,  but  —  let  me  tell  you  — 
they  weren’t  lost  on  me. 

So  I  came  to  the  field  of  electronic  money  with  the  clear 
understanding  that,  if  banks  are  dinosaurs,  then  my  job 
as  a  regulator  is  to  prevent  the  Age  of  Mammals  —  an 
uphill  battle,  but  maybe  we  can  learn  something  from 
experience. 

That  is  how  I  thought  about  it  for  a  few  months,  until  my 
oldest  boy,  Wyatt,  started  to  do  what  I  suppose  pretty 
much  all  4-year-old  boys  do  —  become  obsessed  with 
dinosaurs.  Of  course,  initially,  I  was  relieved:  at  least  he 
wasn’t  obsessed  with  mammals.  But  then  he  did 
another  thing  that  I  suppose  pretty  much  all  4-year-old 
boys  do,  and  that  was  drag  his  dad  down  to  the 
Museum  of  Natural  History.  And  I  learned  something 
very  interesting  there. 

And  what  I  learned  was  this:  dinosaurs  didn’t  die  out 
after  all.  Back  when  I  was  a  kid,  that  is  what  the 
museums  taught.  But  today’s  4-year-olds  get  a  very 
different  story.  They’re  told  that  dinosaurs  never  died 
out,  they  evolved  into  birds.  So  it  turns  out,  banks  and 
their  regulators  don’t  have  to  worry  about  stopping  the 
Age  of  Mammals  after  all.  We  have  to  learn  to  fly.  That 
too  is  pretty  challenging,  but  you  have  got  to  admit  it’s 
a  more  inspiring  project,  isn’t  it? 


Inspiring  and  interesting,  but  now  —  as  they  say  - 
back  to  the  program.  What  I  would  like  to  do  today  is 
start  by  giving  something  of  an  overview  of  what  has 
been  going  on  in  the  area  of  electronic  money  in 
Washington  over  the  past  couple  of  years.  Then  I  will 
talk  a  little  bit  about  what  I  believe  are  the  emerging 
areas  of  public  policy  concern  that  will  have  to  be 
addressed,  perhaps  not  next  month  or  next  year,  but 
clearly  before  electronic  banking  and  electronic  com¬ 
merce  can  realize  its  potential. 

Let  me  start  with  an  overview  of  what’s  been  happening 
on  Capitol  Hill  and  in  the  regulatory  community  —  and 
I  want  to  confess  right  up  front  that  this  overview  goes 
well  beyond  the  initiatives  in  which  I  am  personally 
involved,  so  I  reserve  the  right  to  duck  hard  questions 
on  some  of  the  specific  items  here.  Easy  questions,  of 
course,  are  always  welcome. 

The  104th  Congress 

In  the  electronic  money  area,  the  record  of  the  104th 
Congress  in  a  nutshell  is  one  of  minimal  legislation, 
limited  legislative  proposals,  and  reasonably  extensive 
oversight. 

The  only  significant  enactment  in  the  area  of  electronic 
money  this  year  is  a  provision  in  the  Omnibus  Ap¬ 
propriations  Act  of  1996  requiring  that  all  federal  pay¬ 
ments  after  January  1,  1999  be  made  by  electronic 
funds  transfer.  Federal  payments  include  everything 
from  federal  wages  and  retirement  payments  to  social 
security  and  veterans  benefits.  There  is  one  notable 
exception,  however.  Federal  tax  refunds  will,  for  the 
foreseeable  future,  continue  to  be  dispensed  the  old- 
fashioned  way,  allowing  the  IRS  to  hold  on  to  your  tax 
dollars  for  a  few  more  precious  hours. 

So  much  for  the  small  category  of  legislative  ac¬ 
complishments.  The  category  of  legislative  proposals 
a  bit  more  extensive.  This  session,  three  bills  were 
introduced  to  address  the  issues  relating  to  the  use  and 
distribution  of  encryption  technology,  as  it  applies  both 
domestically  and  internationally.  All  of  these  bills  seek 
to  encourage  the  use  of  strong  encryption  domestically 
by  expanding  its  potential  market.  However,  all  of  them 
are  at  odds  with  the  administration’s  expressed 
preference  for  an  escrow  system  in  which  a  third  party 
would  maintain  copies  of  decryption  keys.  None  of 
them,  in  view  of  the  distractions  of  an  election  year  and 
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the  short  calendar,  appear  to  have  much  chance  of 
enactment  in  the  104th  Congress. 

Although  its  legislative  activities  in  the  area  of  electronic 
money  have  been  limited,  the  104th  Congress’s  over¬ 
sight  activities  have  been  much  more  extensive. 

Notable  on  this  front  were  a  series  of  hearings  held  in 
the  House  Banking  Committee’s  Domestic  and  Interna¬ 
tional  Monetary  Policy  Subcommittee  chaired  by  Rep¬ 
resentative  Michael  Castle  (R-Del.)  These  “Future  of 
Money"  hearings  included  four  hearings  with  testimony 
from  U  S  and  foreign  financial  regulators,  national  and 
foreign  technology  and  banking  industry  principals  and 
security  experts.  Just  yesterday,  the  Subcommittee  on 
Capital  Markets,  Securities  and  Government  Spon¬ 
sored  Enterprises  chaired  by  Congressman  Richard 
Baker  (R-La.)  began  hearings  on  how  technology  has 
affected  and  will  affect  the  financial  services  industry. 

On  the  Senate  side,  the  Government  Affairs  Com¬ 
mittee’s  Permanent  Subcommittee  on  Investigations  is 
holding  a  series  of  hearings  on  Security  in  Cyberspace. 
Senator  Sam  Nunn  (D-Ga.),  the  ranking  member  of  the 
subcommittee,  has  taken  the  lead  on  the  hearings, 
which  will  conclude  on  July  16,  1996  with  the  fourth  and 
final  hearing.  Further,  the  Senate’s  Commerce, 
Science,  and  Transportation  Committee’s  Science, 
Technology  and  Space  Subcommittee  —  chaired  by 
Senator  Conrad  Burns  (R-Mont.)  —  held  hearings  relat¬ 
ing  to  the  encryption  bills  the  Senator  introduced  this 
session. 

The  Regulatory  Community 

Let  me  now  move  off  the  Hill  and  talk  briefly  about  some 
of  the  activities  underway  within  the  regulatory  com¬ 
munity  and  the  Treasury  Department. 

First,  a  few  imminent  regulatory  actions  of  a  formal 
nature  that  may  be  of  interest. 

•  The  FDIC  Board  at  its  next  board  meeting  will 
consider  whether  to  issue  an  opinion  letter 
advising  depository  institutions  that  most 
categories  of  so-called  stored-value  cards  do 
not  carry  deposit  insurance  protection. 

•  The  Financial  Management  Service  will  —  in 
the  next  few  weeks  —  issue  a  final  rule  to 
implement  federal  payments  requirements  in¬ 
cluded  in  the  Omnibus  Appropriations  Act  I 
mentioned  earlier. 

•  The  Federal  Reserve  has  proposed  revisions 
to  its  Regulation  E  (Electronic  Fund  Transfer 


Act)  to  cover,  in  part,  stored-value  cards.  The 
comment  period  ends  August  1. 

Below  this  rather  modest  amount  of  formal  activity,  a  lot 
of  informal  activities  are  underway.  And  here  I  will  focus 
especially  on  what’s  going  on  in  various  corners  of  the 
Treasury,  and  especially  in  my  little  corner. 

Within  Treasury,  the  OCC  —  for  those  of  you  unfamiliar 
with  the  agency  I  represent  —  is  responsible  for  supervis¬ 
ing  nearly  3,000  national  banks.  These  banks  account  for 
56  percent  of  the  country’s  commercial  bank  assets. 

In  August  1995,  Treasury  Secretary  Rubin  asked  my 
boss,  Comptroller  of  the  Currency  Gene  Ludwig,  to 
coordinate  the  activities  of  the  Treasury  Department 
involved  in  electronic  money  and  banking.  The 
Treasury  Department  is  a  large,  disparate  organization, 
with  various  connections  to  and  interests  in  the 
electronic  money  area.  Those  interests  range  from 
regulation  of  financial  institutions  —  the  area  I  work  in 
—  to  the  enforcement  of  laws  relating  to  financial 
crimes,  which  is  the  province  of  Treasury  organizations 
like  the  Secret  Service,  FinCen,  and  the  Customs  Ser¬ 
vice.  They  also  include  a  variety  of  operational  interests 
in  how  electronic  money  and  payment  systems  might 
affect  or  facilitate  government  payments,  government 
collections,  and  the  demand  for  government-issued 
coin  and  currency.  Those  operational  interests  reside 
in  places  like  the  Financial  Management  Service,  the 
IRS,  the  Mint,  and  the  Bureau  of  Engraving  and  Printing. 

Consequently,  Treasury  is  engaged  in  this  area  on  a 
number  of  fronts.  Just  to  give  a  few  examples  you  may 
be  familiar  with,  Treasury’s  Financial  Management  Ser¬ 
vice  is  an  advisory  member  of  your  Electronic  Check 
program  and  is  working  with  the  states  to  implement 
Electronic  Benefits  Transfer  by  1999.  EBT  is  targeted 
for  individuals  who  receive  government  benefits,  but  do 
not  have  banking  accounts.  The  Office  of  Thrift  Super¬ 
vision  chartered  and  now  supervises  First  Security 
Network  Bank,  a  federal  thrift  whose  business  plan 
centers  on  electronic  banking  and  the  electronic  dis¬ 
tribution  of  financial  products  and  services. 

I  should  also  note  that  in  September,  Treasury  will 
sponsor  an  Electronic  Money  Conference  —  focusing 
on  the  role  of  government  —  at  the  Washington 
Sheraton  on  September  19  and  20.  I  hope  many  of  you 
will  be  able  to  attend. 

In  support  of  the  Secretary’s  request,  the  OCC  plays  a 
coordinating  role  for  the  entire  Department  with  respect 
to  the  development  of  policy  on  electronic  money  This 
isn  t  coordination  in  the  sense  of  telling  the  rest  of  the 
Department  what  to  do,  but  only  in  the  sense  that  we 
try  to  function  as  something  of  a  clearinghouse  for 
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information,  analysis,  and  concerns.  In  that  capacity, 
we  have  sponsored  a  long  series  of  educational  brief¬ 
ings  and  hosted  periodic  discussions  on  emerging 
issues  at  the  bureau  head  level.  In  the  process,  we  have 
met  with  representatives  from  leading  financial  services 
institutions,  firms  on  the  cutting  edge  of  new  tech¬ 
nologies  and  foreign  regulators  to  stay  abreast  of  the 
latest  thinking  and  developments  in  these  areas. 

And,  of  course,  the  OCC  also  has  our  bank  supervision 
responsibilities  to  worry  about,  so  we  have  assembled 
a  Banking  Technology  Committee  comprised  of  bank 
examiners,  economists,  and  lawyers  to  develop 
guidance  for  banks  and  our  examination  force.  Over 
the  next  year  or  so,  this  committee  will  assess  the  nature 
and  extent  of  risk  exposure  emerging  technologies 
present,  draft  bank  and  examiner  guidance,  and  iden¬ 
tify  agency  training  needs. 

Now,  the  overview  I  have  just  given  isn’t  complete,  by 
any  means,  but  I  think  it  can  form  the  basis  for  some 
general  observations  about  how  Washington  is 
proceeding  in  this  area.  Let  me  offer  two  such  obser¬ 
vations.  First,  although  the  number  and  scale  of  formal 
actions  to  date  is  small,  the  amount  of  activity  is  con¬ 
siderable.  Plainly,  the  issues  surrounding  electronic 
commerce  are  very  much  on  the  radar  screen  of  the 
regulatory  community. 

Second,  the  attitude  that  seems  to  pervade  the  actions 
of  the  Congress,  the  executive  branch,  and  the  agen¬ 
cies  is,  wait  and  see.  There  is  widespread,  bipartisan 
interest  in  developing  a  solid  understanding  of  the 
emerging  technologies  and  issues  before  taking  ac¬ 
tions  that  could  jeopardize  the  market  from  developing 
rapidly  and  evolving  efficiently.  In  effect,  we  are  seeing 
a  governmental  effort  to  adhere  to  the  key  principle  of 
the  Hippocratic  Oath:  do  no  harm.  And  that  is  pretty 
much  what  you  would  hope  policymakers  would  do  at 
a  time  when  technology  and  markets  are  still  defining 
the  course  electronic  commerce  will  take  in  the  years 
to  come. 

I  want  to  emphasize  that  you  should  not  confuse  this 
wait-and-see  posture  with  inaction  or  a  laissez-faire 
philosophy.  Things  are  happening  —  a  substantial 
education  effort  is  underway,  and  policymakers  are 
moving  pretty  quickly  along  the  learning  curve.  And  I 
think  we  are  also  beginning  to  see,  if  not  a  generally 
shared  understanding  of  what  government’s  ultimate 
role  in  this  area  should  be,  at  least  some  emerging 
consensus  on  the  public  policy  issues  that  government 
may  eventually  have  to  address. 

What  are  those  emerging  areas  of  consensus?  There 
are  three,  I  believe:  consumer  protection,  law  enforce¬ 
ment,  and  international  cooperation. 


Consumer  Protection 

There  are  a  number  of  consumer  protection  issues 
looming.  Certainly  the  issue  that  has  received  the  most 
airplay  to  date  is  privacy,  a  very  real  concern  and  one 
we  are  all  quite  familiar  with.  Suffice  it  to  say  that  these 
concerns  need  to  be  fully  debated  and  addressed. 

I  want  to  highlight  some  of  the  other  consumer  protec¬ 
tion  concerns  with  a  personal  illustration.  Several 
months  ago,  my  wife  —  whose  job  entails  a  demanding 
travel  calendar  —  skipped  town  on  a  weekend,  leaving 
me  in  custody  of  our  three  small  boys.  Of  course,  there 
is  only  one  way  to  keep  three  little  boys  under  control 
and  that  is  to  strap  them  down  somewhere.  And  the  only 
place  where  I  can  legally  strap  all  three  of  them  down 
is  in  our  car.  So  that  is  how  I  came  to  find  myself  driving 
aimlessly  across  the  Maryland  countryside  on  a  Sun¬ 
day  afternoon  looking,  as  usual,  for  coffee. 

Now  there  are  not  very  many  Starbucks  out  there  in  the 
Maryland  countryside.  But,  thank  heaven,  we  have 
7-1  Is  by  the  score.  Besides,  for  my  money,  that’s  the 
only  place  one  really  can  find  an  earthy  cup  of  coffee. 

I  think  it  has  something  to  do  with  their  schedule  for 
rinsing  out  the  pots. 

In  any  event,  as  I  pulled  up  to  this  particular  7-11,1  saw 
in  the  window  a  big  poster  of  a  football  quarterback. 
And  on  closer  inspection,  it  turned  out  to  be  an  ad  for 
7-1 1  ’s  stored  value  product,  which  is  a  telephone  card 
sold  in  a  variety  of  denominations  and  redeemable  in 
MCI  long  distance  units.  Now  I  thought,  that’s  funny  — 
so  I  asked  the  clerk  some  questions  about  it:  Who 
underwrites  this  card?  Can  I  see  some  financials  on  the 
issuer?  If  the  card  gets  damaged,  who  is  liable  for  any 
unredeemed  balance? 

As  it  turned  out,  all  of  these  questions  received  the 
same  answer:  Huh? 

Unfortunately,  before  I  could  ask  a  follow-up  question, 
she’d  moved  on  to  the  7-year-old  standing  behind  me 
with  a  Slurpee.  But  her  answer  points  out  several  public 
policy  problems.  If  we  want  this  marketplace  to  work 
rationally  and  efficiently,  we  need  consumers  to  under¬ 
stand  what  they’re  buying,  and  we  need  an  effective 
mechanism  for  developing  that  understanding.  That 
need  becomes  increasingly  urgent  as  you  move  up  the 
scale  from  comparatively  closed  electronic  money  sys¬ 
tems  toward  more  open  systems.  We  do  not  currently 
have  in  place  an  adequate  set  of  rules  to  ensure  that 
consumers  can  get  the  information  they  want  even  if 
they  ask  for  it,  let  alone  have  it  made  available  routinely 
Consequently,  consumers  may  not  know  where  to  turn 
if  they  lose  a  card.  They  may  not  appreciate  the  differen 
ces  between  money  —  backed  by  the  government 


Quarterly  Journal,  Vol.  15,  Mo.  4,  December  1946  25 


and  stored  value  —  backed  by  private  issuers.  And 
they  may  not  be  able  to  make  informed  choices  be¬ 
tween  different  private  issuers  to  protect  themselves 
against  the  risk  of  loss  due  to  default.  That  is  a  poten¬ 
tially  serious  problem  in  the  absence  of  a  regulatory 
regime  that  ensures  adherence  to  basic  tests  of  finan¬ 
cial  strength  across  the  full  universe  of  stored  value 
issuers. 

Law  Enforcement 

A  second  area  of  clear  importance  is  law  enforcement. 
The  issues  here  are  largely  familiar  —  counterfeiting, 
money  laundering,  tax  evasion,  and  perhaps  most  im¬ 
portantly,  fraud. 

We  have  faced  all  of  these  problems  in  the  world  of 
physical  money  since  time  immemorial.  We  have  never 
solved  them.  But  by  dint  of  a  reasonable  amount  of 
vigilance  and  aggressive  action  when  necessary,  we 
manage  to  contain  them  well  enough  that  fear  of  loss 
does  not  inhibit  average  citizens  from  using  physical 
money  in  ordinary  commerce. 

Controlling  these  problems  adequately  in  the  realm  of 
virtual  commerce,  however,  will  present  some  special 
challenges.  The  costs  of  developing  new  high-tech 
systems  to  detect  and  deter  financial  crimes  in 
cyberspace  could  be  significant,  and  money  for  new 
government  programs  is  generally  hard  to  come  by 
these  days.  Moreover,  the  international  character  of 
cyberspace  raises  the  need  for  new  bodies  of  civil  and 
criminal  law  to  ensure  both  the  orderly  conduct  of 
international  electronic  commerce  and  the  ability  to 
bring  international  electronic  financial  criminals  to  jus¬ 
tice. 

International  Cooperation 

And  this  brings  me  to  the  third  issue,  which  is  the  need 
for  greater  international  cooperation. 

The  observation  that  the  Internet  is  borderless  is  by  now 
a  cliche.  But  the  regulatory  and  industry  issues  this  fact 
presents  are  novel.  There  is  no  clear  understanding 
among  the  world’s  financial  regulators  as  to  the  alloca¬ 
tion  of  responsibilities  for  monitoring  and  acting  to 
prevent  financial  frauds  on  the  Internet.  There  is  not  yet 
a  way  for  consumers  to  be  certain,  in  the  Internet 


environment,  that  the  financial  institution  they  believe 
they  are  dealing  with  is  legitimate  or  that  the  transaction 
in  which  they  are  engaged  is  enforceable.  It  will  take 
time  and  a  great  deal  of  effort  to  develop  both  interna¬ 
tional  cooperation  and  an  administrative  structure  to 
address  the  international  ramifications  of  truly  global 
electronic  commerce  on  the  Internet. 

At  the  recent  G-7  summit,  member  nations  agreed  to 
Secretary  Rubin’s  proposal  to  establish  a  one-year 
study  effort  to  examine  e-money  and  banking  issues  at 
an  international  level.  This  research  will  build  upon  work 
already  underway  at  the  Bank  for  International  Settle¬ 
ments,  the  Basle  Committee,  and  the  Financial  Action 
Task  Force,  an  international  law  enforcement  group. 

The  study  will  hopefully  bring  together  various  interests 
and  identify  gaps  in  existing  efforts,  but  the  wheels  of 
international  cooperation  grind  exceedingly  slowly.  We 
should  all  anticipate  that  resolving  the  international 
issues  associated  with  electronic  commerce  will  be  the 
work  of  decades,  if  not  generations. 

Conclusion 

So  where  does  that  leave  us?  In  many  ways,  that  ball  is 
in  your  court,  because  government  is  looking  to  you  to 
help  us  work  through  the  challenges  I  have  talked  about 
this  morning. 

As  The  American  Banker  observed  recently,  there  has 
been  a  “sea  change  in  Washington’s  relationship  to  the 
high-technology  community.”  In  my  experience,  that 
sea  change  is  real.  It  is  long  overdue.  And  it  creates 
new  roles  and  opportunities  for  us  all.  From  govern¬ 
ment,  that  changed  role  brings  a  genuine  desire  to 
develop  laws,  policies,  and  systems  that  make  tech¬ 
nological  and  economic  sense  for  the  long-term  and  do 
not  get  in  the  way  of  market  evolution.  And  from  you, 
that  new  relationship  brings  new  opportunities  to  apply 
your  expertise  to  the  cause  of  making  new  technology 
a  safe,  efficient  and  effective  tool  for  commerce  and  the 
provision  of  government  services.  These  are  interesting 
and  exciting  times  for  all  of  us  —  the  FSTC,  the  financial 
services  industry,  policymakers,  and  regulators  as  we 
strive  to  address  sea  changes  together  and  in  a  way 
that  serves  the  interests  of  our  consumers  and  the 
country. 
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Statement  of  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the 
Subcommittee  on  Financial  Institutions  and  Regulatory  Relief  of  the  Senate 
Committee  on  Banking,  Housing,  and  Urban  Affairs,  on  consumer  credit 
Washington,  DC,  July  24,  1996 


Statement  required  by  12  USC  250:  The  views  ex¬ 
pressed  herein  are  those  of  the  Office  of  the  Comptroller 
of  the  Currency  and  do  not  necessarily  represent  the 
views  of  the  President. 

Mr.  Chairman  and  members  of  the  Subcommittee,  I 
appreciate  this  opportunity  to  testify  on  the  condition  of 
consumer  credit  in  the  United  States.  Over  the  past  few 
years  we  have  seen  a  rise  in  consumer  loan  delinquen¬ 
cies  and  loss  rates.  As  bank  supervisors,  we  are  con¬ 
cerned  about  these  trends  and  are  taking  steps  to 
ensure  the  continued  safety  and  soundness  of  the 
national  banking  system.  Nonetheless,  it  is  important  to 
place  these  developments  in  perspective  in  order  to 
react  appropriately. 

In  that  context,  we  must  recognize  that  the  economy  is 
strong.  The  nation’s  banks  have  recorded  four  con¬ 
secutive  years  of  record  profits,  and  figures  for  the  first 
quarter  of  1996  —  although  not  a  quarterly  record  — 
are  quite  strong.  Preliminary  indications  are  that 
second  quarter  earnings  will  also  be  strong.  Bank 
capital  levels  are  at  their  highest  levels  in  years.  Prob¬ 
lem  commercial  banks  totaled  127  as  of  March  1996 
compared  with  over  1,000  at  the  end  of  1991.  For  the 
first  six  months  of  1996,  three  commercial  banks  have 
failed,  compared  with  55  in  the  first  six  months  of  1 991 . 

Today  I  will  discuss  what  is  happening  in  consumer 
lending  in  the  commercial  banking  system,  where  we 
see  areas  of  concern,  and  what  the  Office  of  the  Comp¬ 
troller  of  the  Currency  (OCC)  is  doing  to  address  current 
and  potential  problems  in  consumer  credit  and  bank 
safety  and  soundness.  I  will  begin  my  testimony  with  a 
discussion  of  developments  in  the  roles  that  banks  are 
playing  in  financing  larger  amounts  of  consumer  debt. 
Next,  I  will  discuss  the  rise  in  credit  problems.  I  will  then 
outline  the  major  recent  initiatives  that  the  OCC  has 
undertaken  in  supervision  of  consumer  lending. 

Banking  Industry  Consumer  Loan  Trends 

Over  the  past  10  years,  commercial  banks  have  shifted 
into  consumer  lending  residential  real  estate  lending 
such  as  home  mortgages  and  home  equity  loans,  in¬ 
stallment  lending  such  as  automobile  and  boat  loans, 
and  credit  cards.  The  largest  and  fastest  growing  area 
of  consumer  lending  is  in  loans  secured  by  residential 
real  estate.  This  includes  1-to-4-family  residential  real 
estate  loans,  with  a  small  volume  of  home  equity  loans. 


Residential  real  estate  loans  now  account  for  nearly  15 
percent  of  bank  assets,  compared  with  7  percent  at 
year-end  1984.  Installment  loans  have  grown  at  a 
slower  rate.  In  1984,  installment  loans  were  the  largest 
component  of  consumer  lending,  at  approximately  10 
percent  of  commercial  bank  assets.  Installment  loans’ 
share  of  assets  declined  between  1985  and  1992  and 
now  account  for  7  percent  of  assets.  Although  credit 
card  loans  account  for  less  than  5  percent  of  total 
commercial  bank  assets,  this  category  has  grown 
faster  than  other  types  of  consumer  loans  over  the  last 
three  years. 

Some  banks  concentrate  their  lending  efforts  in  one 
type  of  consumer  loan.  A  small  number  of  commercial 
banks,  134,  have  a  portfolio  of  credit  card  loans  that 
exceeds  1 0  percent  of  assets.  At  62  banks  (42  of  which 
are  national  banks),  credit  card  loans  exceed  50  per¬ 
cent  of  assets.  By  comparison,  a  larger  number  of 
commercial  banks,  1,096,  have  residential  real  estate 
loans  that  represent  more  than  30  percent  of  assets.  We 
find  that  the  overall  increase  in  consumer  lending  has 
caused  total  consumer  loans-to-assets  ratios  to  in¬ 
crease  at  certain  banks.  A  larger  percentage  of  banks 
today  are  more  likely  to  have  consumer  loans-to-assets 
ratios  of  more  than  30  percent,  40  percent,  or  50 
percent  than  in  1984.  In  fact,  35  percent  of  all  commer¬ 
cial  banks  have  a  consumer  loans-to-assets  ratio  of 
more  than  30  percent,  compared  with  26  percent  of  all 
commercial  banks  at  year-end  1984. 

This  shift  into  consumer  lending  occurred  as  traditional 
business  customers  increasingly  went  directly  to  credit 
markets  or  nonbanks  for  funding,  therefore  slowing  the 
growth  rates  for  commercial  lending  at  commercial 
banks.  Commercial  banks  also  reduced  their  loans  to 
less  developed  countries  and  commercial  real  estate 
loans.  Commercial  banks  currently  hold  more  con¬ 
sumer  loans  than  commercial  loans.  Consumer  loans 
rose  to  almost  27  percent  of  assets  from  18  percent  in 
1984.  On  the  other  hand,  commercial  loans  as  a  per¬ 
cent  of  assets  declined  over  the  last  five  years  to  25 
percent,  after  remaining  fairly  constant  at  30  percent 
from  1984  to  1990. 

Not  all  banks  that  extend  credit  card  and  other  con¬ 
sumer  loans  keep  the  loans  in  portfolio.  A  number  of 
institutions  securitize  and  sell  their  credit  card  receiv¬ 
ables.  In  September  1991,  when  we  first  started  collect¬ 
ing  data  on  assets  of  credit  card  loans  securitized 
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without  recourse  through  the  cal!  report,  credit  card 
loans  securitized  represented  nearly  37  percent  of 
credit  cards  held  in  portfolio  by  banks.  By  March  1996, 
that  percentage  had  risen  to  66  percent.  The  OCC  is 
monitoring  carefully  the  implications  of  this  rising  trend 
in  securitizations. 

Consumer  Credit  Trends 

As  discussed  in  the  section  above,  growth  is  one  factor 
we  evaluate  when  monitoring  lending  developments. 
We  also  evaluate  credit  quality,  which  includes  an 
analysis  of  trends  in  loan  charge-offs  and  delinquen¬ 
cies.  Several  factors  work  together  to  mitigate  the  credit 
risk  posed  by  commercial  banks’  shift  into  consumer 
lending.  Those  factors  include  historically  low  loss  rates 
on  residential  real  estate  loans,  the  relatively  small 
average  loan  size  for  credit  card  loans,  the  relatively 
wide  margin  obtained  on  credit  card  loans,  the  ability 
to  limit  or  withdraw  credit,  a  diverse  base  of  borrowers, 
and  an  active  secondary  market  for  many  types  of 
consumer  loans.  For  example,  because  virtually  all 
banks  sell  1  -to-4-family  mortgage  loans  into  the  secon¬ 
dary  market,  underwriting  criteria  on  those  loans  are 
essentially  standardized,  and  delinquencies  on  home 
mortgages  continue  at  low  rates.  In  addition,  the  in¬ 
crease  in  consumer  lending  has  meant  that  banks 
decreased  their  earlier  reliance  on  certain  riskier  as¬ 
sets,  such  as  commercial  real  estate. 

One  way  to  review  banking  industry  credit  quality  is  to 
analyze  the  net  loan  loss  rates  on  various  loan  types. 
Residential  real  estate  loans,  the  largest  share  of  con¬ 
sumer  sector  lending,  have  the  lowest  loss  rate  among 
consumer  loans.  Although  residential  real  estate  loans 
have  low  credit  risk,  they  may  present  other  forms  of 
risk  to  banks,  such  as  interest  rate  risk. 

Furthermore,  as  we  will  discuss  later,  we  remain  con¬ 
cerned  about  consumers’  ability  to  take  on  additional 
debt,  such  as  home  equity  debt,  given  their  high  level 
of  debt  to  disposable  income.  On  the  other  hand,  credit 
card  loans,  the  smallest  share  of  consumer  lending, 
have  the  highest  credit  loss  rates.  Moreover,  loan  loss 
rates  for  residential  real  estate  and  installment  'oans 
generally  are  less  volatile  than  those  of  credit  cards. 

Another  way  to  look  at  credit  quality  is  to  examine 
delinquent  loans  whose  payments  are  past  due  30  or 
more  days  plus  nonaccrual  loans.  These  delinquent 
loans  may  or  may  not  need  to  be  charged  off  eventually, 
and  so  they  only  provide  a  rough  indication  of  future 
losses  The  percentage  of  delinquent  consumer  loans 
has  risen  for  several  quarters. 

Deterioration  in  credit  quality,  caused  by  both  cyclical 
and  secular  trends  is  never  good  news.  Some  deter¬ 


ioration  in  credit  at  this  stage  of  the  business  cycle  is 
not  unexpected,  particularly  given  the  low  level  from 
which  this  indicator  is  rising.  Also,  employment  growth 
has  slowed  and  interest  rates  have  risen,  putting  further 
pressure  on  credit  quality.  Loan  loss  rates  have  risen 
since  1994. 

A  second  factor  influencing  the  recent  deterioration  in 
credit  quality  may  be  the  rise  in  total  debt  as  a  percent¬ 
age  of  disposable  income.  Total  debt  as  a  percentage 
of  disposable  income  is  at  a  relatively  high  level.  People 
with  a  higher  ratio  of  debt  to  income  are  more  likely  to 
fall  behind  on  their  debt  payments  when  confronted  by 
a  setback,  such  as  the  loss  of  a  job.  The  overall  rise  in 
debt  since  the  early  1970s  corresponds  to  the  aging  of 
the  “baby  boom”  population  cohort.  In  the  early  stages 
of  establishing  a  household,  “baby  boomers”  con¬ 
sumed  more  and  were  more  willing  to  increase  their 
level  of  debt  in  the  process.  As  the  “baby  boom" 
population  cohort  begins  to  work  its  way  through  the 
period  when  saving  for  retirement  becomes  predomi¬ 
nant,  the  ratio  of  debt  to  disposable  income  may 
decrease. 

Trends  in  bankruptcies  are  also  a  concern,  and  may 
be  contributing  to  the  rise  in  loan  defaults.  Total 
bankruptcy  filings  are  estimated  to  have  risen  27 
percent,  to  318,893,  over  the  four-month  period  be¬ 
tween  January  1  and  April  26,  1996.  This  was  the 
largest  four-month  rate  of  increase  since  1986  and 
the  biggest  four  month  total  ever.  Some  have  at¬ 
tributed  this  rise  to  the  liberalization  of  the  U.S. 
Bankruptcy  Code,  which  took  effect  late  last  year, 
making  Chapter  13  debt  reorganization  available  to 
more  debtors.  Previously,  consumers  with  more  than 
$100,000  in  unsecured  debt  and  $350,000  in 
secured  debt  could  seek  bankruptcy  protection  only 
by  liquidating  their  assets  under  Chapter  7.  Now, 
consumers  with  as  much  as  $250,000  in  unsecured 
debt  and  $750,000  in  secured  debt  may  seek  reor¬ 
ganization  under  Chapter  13  rather  than  liquidation. 
In  addition,  even  if  a  debtor  elects  liquidation  under 
Chapter  7,  the  Reform  Act  permits  the  debtor  to  retain 
more  of  his  or  her  assets  than  was  previously  allowed 
under  the  Bankruptcy  Code. 

Others  have  suggested  that  the  rise  in  consumer 
bankruptcies  reflects  a  secular  change  in  consumer 
attitudes  toward  debt  and  responsibility.  Such  attitudes 
have  changed  greatly.  In  the  19th  century,  failure  to  pay 
debts  resulted  in  debtors’  prison.  Since  1960,  annual 
bankruptcy  filings  have  increased  tenfold,  from  about 
1 10,000  in  1960  to  the  million  bankruptcies  we  would 
observe  for  1996  if  the  pace  exhibited  in  the  first  four 
months  of  1996  continues.  Bankruptcies  as  well  as 
consumers'  willingness  to  assume  debt  are  much  more 
commonplace  today. 
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Despite  these  trends,  the  losses  and  delinquencies  on 
credit  card  loans  should  be  considered  in  the  ap¬ 
propriate  context.  Credit  card  loans  have  high  net 
interest  margins  that  reflect,  in  part,  the  higher  credit 
risk  and  proportionately  high  losses  expected  of  an 
unsecured  credit  line.  The  relatively  small  number  of 
banks  that  specialize  in  credit  card  lending  have  suc¬ 
cessfully  managed  loan  losses  in  the  past,  as 
evidenced  by  their  consistently  high  profitability. 
Despite  cyclical  fluctuations,  these  banks  have  been 
able  to  price  their  products  to  incorporate  expected 
losses,  manage  credit  quality  problems  through  ag¬ 
gressive  collection,  charge-off  and  recovery  programs, 
as  well  as  limit  or  withdraw  credit  as  warranted. 

The  trends  in  losses  and  delinquencies  in  consumer 
lending  are  developments  that  we  as  regulators  must 
continue  to  monitor.  We  remain  concerned,  although 
we  do  not  believe  there  is  a  widespread  or  systemic 
problem.  There  are  two  primary  reasons  for  our  con¬ 
cern.  First,  the  high  levels  of  debt  today  leave  con¬ 
sumers  and  therefore  bankers  vulnerable  to  adverse 
shocks  impacting  consumers’  ability  to  repay  their 
debts.  Second,  the  high  returns  associated  with  credit 
card  loans  have  lured  some  bankers  into  the  business 
without  having  adequate  risk  management  systems 
and  human  capital  in  place. 

OCC  Initiatives 

As  supervisors,  our  job  is  to  make  sure  that  banks  have 
sound  risk  management  systems  in  place,  have  fun¬ 
damental  structures  in  place  including  capital  and 
strong  loan  loss  reserve  levels,  and  that  banks  are 
managing  risk  appropriately.  Recent  trends  suggest 
that  there  are  some  problems  with  consumer  lending 
that  neither  regulators  nor  the  banking  industry  can 
ignore.  Over  the  past  three  years,  the  OCC  has  taken 
a  number  of  steps  to  learn  more  about  developments 
in  consumer  credit  lending  and  take  appropriate  ac¬ 
tions  to  ensure  that  banks  continue  to  manage  risk  and 
operate  their  businesses  profitably. 

During  my  term  as  Comptroller,  our  supervisory  pro¬ 
cess  has  evolved  to  take  into  account  changes  in  the 
banking  environment  and  the  banking  industry.  We 
monitor  developments  in  the  industry  to  assess  risk  by 
gathering  information  from  our  database  of  examination 
findings,  surveys,  industry  comparisons  for  nonbank 
competitors,  and  reports  on  the  entire  banking  industry. 
To  respond  to  that  assessment  of  risk,  we  educate  our 
examiners  through  training  and  revised  examination 
procedures,  educate  the  industry  by  issuing  guidance, 
and  develop  regulations  as  appropriate.  We  constantly 
review  our  examination  procedures  to  ensure  that  our 
examiners  have  up-to-date  procedures  for  assessing 
bank  products  and  are  able  to  identify  and  respond  to 


risk.  The  process  is  continual,  not  only  because  we 
need  to  ensure  that  banks  have  the  necessary  risk 
management  processes,  but  also  because  the  market 
is  constantly  developing  new  products. 

Before  I  provide  you  with  more  detail  on  our  actions  with 
respect  to  consumer  credit,  I  want  to  stress  that  as 
regulators  we  must  continue  to  insist  on  safe  and  sound 
practices.  At  the  same  time  we  also  have  a  respon¬ 
sibility  not  to  unduly  restrict  the  workings  of  the  market, 
including  the  development  of  innovative  lending 
programs  that  may  ultimately  allow  more  businesses 
and  individuals  to  participate  in  the  credit  process 
without  affecting  the  safety  and  soundness  of  the  bank¬ 
ing  system.  We  believe  our  actions  reflect  these  stand¬ 
ards. 

Credit  Card  Horizontal  Review.  In  1994,  observing  the 
rapid  growth  in  bank  credit  card  operations,  the  in¬ 
crease  in  the  number  of  banks  specializing  in  credit 
card  operations,  and  increased  competition  among  the 
major  issuers,  we  became  concerned  that  changes  in 
industry  underwriting  standards  could  expose  banks  to 
increased  risk.  As  a  result,  we  formed  a  working  group 
to  take  a  closer  look  at  the  credit  card  industry. 

During  the  second  half  of  1994,  OCC  examiners  re¬ 
viewed  credit  card  operations  at  the  15  largest  national 
bank  credit  card  issuers.  We  learned  more  about  many 
aspects  of  credit  card  operations  and  in  some  banks 
identified  several  areas  where  operations  could  im¬ 
prove.  For  example,  at  some  banks  we  recommended 
a  change  in  the  methodology  used  to  determine  the 
allowance  for  loan  and  lease  losses.  We  required  that 
some  banks  analyze  and  maintain  documentation  to 
support  the  feasibility  and  effectiveness  of  policies 
designed  to  bring  current  the  accounts  of  troubled 
borrowers.  For  a  few  banks,  we  recommended  im¬ 
provements  to  monitor  the  impact  of  procedures  of 
approving  lines  of  credit  for  borrowers  who  do  not  meet 
their  normal  lending  criteria.  In  1995,  OCC  examiners 
worked  with  these  banks  to  ensure  they  made  changes 
noted  to  improve  their  operations. 

The  results  were  presented  to  the  examiners  and  dis¬ 
cussed  with  the  banks  involved  in  the  survey.  We  also 
presented  the  results  of  our  review  to  the  other  bank 
regulatory  agencies  and  to  the  Federal  Financial  In¬ 
stitutions  Examination  Council  (FFIEC)  Supervision 
Task  Force  in  August  1995.  Information  obtained  from 
this  analysis  was  incorporated  into  examiner  training 
and  the  Comptroller’s  Handbook  for  examiners,  as  will 
be  discussed  below. 

Survey  of  Automobile  Lending.  To  learn  more  about 
automobile  lending  underwriting  standards,  OCC  ex¬ 
aminers  reviewed  the  underwriting  standards  of 
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regional  and  multinational  banks  in  July  1994.  Nearly 
two-thirds  of  the  examiners  surveyed  reported  no  chan¬ 
ges  in  underwriting  criteria  in  the  banks  over  the  prior 
1 2  months  However,  the  survey  did  point  out  one  trend 
we  want  to  monitor.  Historically,  banks  based  decisions 
for  the  amount  of  automobile  loans  on  the  collateral 
underlying  the  loan.  With  the  cost  of  repossession  and 
sale  extremely  high,  the  actual  benefit  to  the  bank  of 
collateral  has  decreased.  The  results  of  our  survey 
confirmed  that  auto  lending  is  shifting  toward  an  ap¬ 
proach  more  reliant  on  a  borrower’s  ability  to  repay 
rather  than  on  collateral  values.  We  will  continue  to 
monitor  trends  in  automobile  lending  to  assess  the 
impact  of  this  change  on  portfolio  quality.  We  want  to 
ensure  that  banks  accrue  any  benefits  associated  with 
this  change,  and  we  will  take  action  as  appropriate  if 
problems  develop. 

National  Credit  Committee.  In  February  1995,  the  OCC 
created  a  National  Credit  Committee.  As  I  stated 
publicly  shortly  thereafter,  we  were  concerned  about 
potential  erosion  in  credit  underwriting  standards,  and 
wanted  a  group  to  focus  on  further  analysis  of  the  trend 
and  recommendations  for  OCC  actions.  Composed  of 
some  of  the  OCC’s  most  senior  and  experienced  credit 
analysts,  the  Committee  helps  the  OCC  identify  and 
respond  to  changes  in  credit  risk  that  could  affect  the 
safety  and  soundness  of  the  national  banking  system. 
The  objectives  of  the  Committee  are: 

•  To  identify  significant  concentrations  of  credit 
risk  affecting  the  national  banking  system. 

•  To  identify  deteriorating  financial  trends  and 
other  conditions  affecting  industries  that  are  a 
significant  source  of  credit  risk  to  the  national 
banking  system. 

•  To  identify  adverse  changes  in  underwriting 
standards  for  loan  products  that  are  a  signifi¬ 
cant  source  of  credit  risk  to  the  national  bank¬ 
ing  system. 

•  To  advise  OCC  management  on  appropriate 
supervisory  responses  to  significant  credit 
risks. 

•  To  identify  the  credit-related  training  needs  of 
examiners. 

The  Committee  acts  as  a  steering  committee  for  credit- 
related  initiatives.  To  date,  the  Committee  has  under¬ 
taken  two  surveys  of  underwriting  standards. 

1995  Underwriting  Standards  Survey.  Between  May 
1994  and  May  1995,  the  National  Credit  Committee 
surveyed  loan  underwriting  standards,  including  retail 


credit,  at  the  40  largest  national  banks.  The  survey 
results  found  relaxed  standards  for  making  loans  on 
some  products,  primarily  in  retail  lending.  Where  stand¬ 
ards  had  relaxed,  banks  made  the  changes  to  meet 
competitive  pressures  and  to  reflect  changes  in  market 
strategy.  The  changes  in  standards  we  noted  included 
higher  loan-to-value  ratios,  longer  maturities,  lower  loan 
fees  and  interest  rates,  and  increased  usage  of  “teaser” 
rates  for  marketing  purposes.  While  the  surveyed 
banks  had  adequate  systems  to  approve  and  report 
individual  loan  policy  exceptions,  OCC  examiners  ex¬ 
pressed  concern  about  the  banks’  ability  to  track  the 
aggregate  level  of  loan  policy  exceptions.  Examiners 
also  reported  a  wide  variation  in  the  systems  used  to 
identify  and  manage  risk  associated  with  concentra¬ 
tions  of  credit,  but  noted  that  the  systems  appeared  to 
be  effective.  I  stated  at  the  time  we  released  our  results 
that  I  continued  to  be  concerned  that  banks  not  lose 
sight  of  the  effect  of  new  lending  on  the  risk  levels  in 
their  portfolios.  These  results  and  issues  identified  were 
communicated  to  bank  management. 

1996  Underwriting  Standards  Survey.  The  National 
Credit  Committee  recently  concluded  its  second  survey 
of  national  banks’  underwriting  practices.  Examiners 
conducted  the  survey  at  82  of  the  largest  national 
banks  in  May  1996.  Our  preliminary  results  show  that 
our  examiners  believe  the  consumer  loan  portfolios  are 
experiencing  increased  inherent  risk.  The  increased 
risk  is  attributed  to  competition,  growth,  rising 
bankruptcy  rates,  and  high  levels  of  consumer  debt. 

The  survey’s  results  for  lending  underwriting  standards 
in  the  consumer  area  overall  show  some  bias  toward 
tightening  of  underwriting  standards  as  compared  with 
last  year’s  survey.  But  there  were  some  differences. 
Banks  are  tightening  credit  card  lending  underwriting 
standards  in  response  to  changes  in  the  bankruptcy 
law,  weak  portfolio  performance  with  rising  delinquen¬ 
cies  and  charge-offs,  and  poor  product  selection.  On 
the  other  hand,  home  equity  loans  are  the  one  retail 
product  where  standards  continued  to  ease  in 
response  to  competitive  pressures.  The  most  common¬ 
ly  mentioned  change  for  home  equity  lending  was 
increased  loan-to-value  ratios,  including  greater 
availability  of  100  percent  loan-to-value  financing. 
Residential  real  estate  showed  no  significant  change 
or  trend  in  underwriting  standards,  while  the  results  for 
installment  lending  were  mixed,  with  an  equal  number 
of  banks  surveyed  reporting  easing  as  tightening  of 
standards. 

These  survey  results  are  just  in,  and  I  can  assure  you 
that  as  we  analyze  them  further,  we  will  factor  the 
findings  into  our  supervision.  For  now,  let  me  describe 
some  of  the  things  we  are  doing  based  on  earlier 
analyses  and  findings  regarding  consumer  credit 
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Revised  Examination  Procedures.  I  am  committed  to 
making  sure  that  our  examination  procedures  change 
where  necessary  to  ensure  that  they  are  appropriate 
and  effective  to  meet  industry  changes.  Our  surveys 
and  analyses  have  helped  us  identify  areas  for  im¬ 
provement  in  examination  procedures,  and  we  have 
substantially  revised  the  retail  credit  sections  of  the 
Comptroller  is  Handbook —  the  examination  guide  used 
by  national  bank  examiners.  Handbook  sections  are 
being  brought  current  in  line  with  the  significant  market 
developments  and  will  have  a  greater  focus  on  risk 
management.  In  recognition  of  the  growing  importance 
of  mortgage  banking  to  national  banks,  in  April  1996 
we  issued  a  new  section  to  the  handbook  on  mortgage 
banking  operations.  It  discusses  the  business  of 
mortgage  banking,  the  risks  associated  with  this  ac¬ 
tivity,  and  the  procedures  that  OCC  examiners  will  use 
when  they  review  mortgage  banking  activities  at  nation¬ 
al  banks. 

We  are  also  working  with  the  other  bank  regulatory 
agencies  in  reviewing  and  updating  policies  for  con¬ 
sumer  credit.  In  May  1996,  we  convened  an  interagen¬ 
cy  working  group  to  examine  the  existing  interagency 
policy  on  the  uniform  classification  of  consumer  retail 
credit  delinquencies.  As  part  of  this  effort,  the  working 
group  is  also  addressing  minimum  payment  policies. 

The  OCC  will  release  new  Handbook  sections  on  in¬ 
stallment  lending,  credit  cards,  residential  and  home 
equity  lending,  and  merchant  processing  by  the  end  of 
1 996.  Also,  as  securitizations  of  financial  products  con¬ 
tinue  to  expand,  the  OCC  is  developing  examiner 
guidance  that  will  focus  on  risk  management  of  retail 
credit  securitizations.  Although  most  of  these  Hand¬ 
book  sections  are  being  revised,  the  section  on  credit 
cards  in  particular  is  being  revised  substantially  to 
incorporate  more  detailed  guidance  to  assist  ex¬ 
aminers  in  evaluating  the  effectiveness  of  a  national 
bank’s  entire  credit  card  lending  process  rather  than  by 
focussing  on  loan  outcomes  —  in  line  with  our  Super¬ 
vision  by  Risk  approach.  In  the  traditional  approach, 
examiners  analyzed  nonperforming  loans.  Now,  they 
examine  the  complete  lending  process. 

The  examiners  pay  close  attention  to  changes  in  trends 
in  delinquencies  and  net  credit  losses  in  determining 
where  to  focus  supervisory  resources  in  their  review  of 
the  bank’s  consumer  credit  operations.  Examiners 
review  a  bank’s  strategic  and  business  plan  and  the 
policies  and  procedures  governing  retail  credit  opera¬ 
tions,  its  compliance  with  OCC  guidelines,  its  response 
to  any  criticism  by  internal  or  external  auditors,  its 
response  to  any  internal  loan  review  or  comments  made 
by  the  OCC  in  its  previous  examinations,  and  its  com¬ 
pliance  with  other  laws,  rulings,  and  regulations.  They 
look  for  changes  in  credit  administration  policies  and 


underwriting  standards,  and  sample  credit  card  loans 
to  compare  against  stated  underwriting  standards. 
OCC  examiners  focus  on  banks’  risk  management 
systems  to  ensure  that  the  necessary  controls  exist  to 
identify,  including  organization  and  management  of 
marketing,  underwriting,  process,  collections,  securiti¬ 
zations,  and  management  information  systems. 

In  addition,  the  increasing  use  of  credit  scoring  systems 
by  banks  to  assist  in  their  decision-making  on  market¬ 
ing,  granting,  and  pricing  retail  credit  requires  us  to 
incorporate  an  analysis  of  these  systems  into  our  ex¬ 
amination  process  and  training  programs.  In  recogni¬ 
tion  of  the  growing  technical  sophistication  of  these 
systems,  OCC  examiners  work  with  economists  with 
expertise  in  evaluating  the  validity  of  these  models. 

The  OCC  is  concerned  about  increased  competition  in 
the  credit  card  business,  rapid  portfolio  growth  rates, 
the  availability  of  diverse  credit  card  products,  and  the 
impact  of  changes  in  the  economic  and  business  cycle 
on  national  banks’  credit  card  performance.  As  a  result, 
we  are  issuing  guidance  will  focus  on  the  problems  that 
have  led  credit  card  portfolios  to  exhibit  higher  risk 
profiles  than  originally  projected,  including  insufficient 
market  testing,  adverse  selection,  liberalized  under¬ 
writing  criteria,  and  inadequate  monitoring  of  loan  per¬ 
formance,  and  offer  potential  solutions  to  these 
problems. 

Examiner  Training.  The  OCC  has  devoted  extensive 
resources  over  the  past  three  years  to  broadening 
examiner  skills  and  knowledge  by  means  of  training. 
Just  as  we  have  enhanced  our  training  programs,  or 
developed  new  ones,  in  other  specialized  areas  such 
as  capital  markets  and  bank  information  systems,  we 
are  currently  drafting  a  new  curriculum  for  retail  credit 
training  in  response  to  the  changing  nature  of  this 
market.  We  will  incorporate  these  revised  procedures 
into  the  examiners’  Retail  Credit  School  curriculum  by 
year-end  1996.  This  curriculum  pays  particular  atten¬ 
tion  to  credit  cards.  In  addition  to  this  formal  curriculum, 
we  offer  periodic  credit  seminars  to  our  credit  spe¬ 
cialists.  These  seminars  address  current  and  emerging 
trends.  The  last  seminar,  in  June  1996,  addressed 
topics  including  various  risk  management  functions, 
electronic  banking,  credit  bureau  scoring  and  ac¬ 
curacy  of  credit  bureau  reports,  collection  strategies, 
and  securitizations. 

National  Risk  Expert.  The  OCC  recently  created  a  new 
position  for  a  national  risk  expert.  I  named  National 
Bank  Examiner  G.  Scott  Calhoun  to  serve  in  this  role. 
As  the  Deputy  Comptroller  for  Risk  Evaluation,  Mr. 
Calhoun  will  be  my  principal  advisor  on  risks  facing  the 
national  banking  system.  Drawing  on  nearly  20  years 
of  experience  with  the  OCC,  including  serving  as  the 
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exammer-in-charge  of  several  of  the  nation’s  largest 
banks,  Mr  Calhoun  will  help  the  OCC  identify  risks  in 
national  banks,  assist  in  developing  timely  supervisory 
responses,  and  monitor  them  to  ensure  that  supervisory 
responses  are  effective.  He  will  also  chair  the  OCC’s 
National  Risk  Committee,  which  is  charged  with  iden¬ 
tifying  potentially  serious  risks  to  the  banking  system. 

Planned  Initiatives.  As  part  of  our  efforts  to  remain  at 
the  forefront  of  bank  supervision,  we  must  continue  to 
monitor  and  be  at  the  forefront  of  understanding 
developments  in  consumer  lending.  This  includes 
learning  more  about  issues  associated  with  special 
purpose  credit  card-only  banks,  outsourcing,  risk- 
based  pricing  and  subprime  lending.  Based  on  what 
we  learn,  we  will  issue  appropriate  examiner  and  in¬ 
dustry  guidance.  In  addition,  we  plan  to  focus  particular 
attention  on  evolving  developments  in  underwriting 
standards  for  small  business  lending  and  the  use  of 
credit  cards  in  extending  small  business  loans,  and 
determine  the  extent  of  activity  in  automobile  dealer 
floor  plan  financing  and  indirect  automobile  lending  to 
consumers. 

Conclusion 

Commercial  banks  have  moved  increasingly  into  con¬ 
sumer  sector  lending  over  the  last  1 0  years.  The  largest 


and  fastest  growing  sector  is  residential  real  estate 
lending,  which  historically  has  had  lower  loan  loss  rates 
than  other  types  of  lending.  Commercial  banks  have 
experienced  some  deterioration  in  consumer  sector 
credit  quality  in  recent  quarters,  particularly  in  install¬ 
ment  and  credit  card  loans.  Although  there  is  no  evi¬ 
dence  of  systemic  consumer  credit  quality  problems  in 
the  banking  system  at  this  time,  we  remain  concerned 
about  trends  in  credit  quality,  particularly  given  the  rise 
in  consumer  debt  and  bankruptcies.  We  will  continue 
to  be  vigilant  and  proactive,  and  make  this  area  a 
priority  for  analysis,  training,  and  other  appropriate 
actions. 

A  regulator’s  job  is  to  ask  questions  —  even  when  it 
appears  that  everything  is  going  well.  How  will  today’s 
asset  and  liability  management  strategies  weather 
economic  changes?  And  how  will  banks’  new  sources 
of  revenue  be  affected  if  interest  rates  change  or  the 
economy  weakens?  Although  a  great  deal  has 
changed  in  banking,  some  things  have  not  —  par¬ 
ticularly  the  need  to  focus  on  the  fundamentals  of  sound 
risk  management.  I  have  mentioned  today  some  of  the 
steps  the  OCC  has  taken  as  the  banking  industry  has 
shifted  larger  portions  of  its  portfolio  to  consumer  lend¬ 
ing.  We  will  continue  to  develop  and  refine  supervisory 
initiatives  in  order  to  maintain  the  safety  and  soundness 
of  the  national  banking  system. 
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Remarks  by  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the 
Dedication  of  the  Operation  Hope  Banking  Center,  on  community 
development,  Los  Angeles,  California,  September  5,  1996 


More  than  a  hundred  years  ago,  the  poet  Robert  Brown¬ 
ing  wrote  that  mankind’s  reach  should  exceed  its  grasp. 
That  simple,  eloquent  thought  captures  an  important 
aspect  of  America’s  greatness.  The  reach  that  exceeds 
our  grasp  challenges  us  to  new  heights.  The  determina¬ 
tion  to  go  beyond  what  seems  possible  fuels  countless 
entrepreneurs  and  growing  ventures.  Our  restless  de¬ 
sire  to  continually  create  something  new,  something 
better,  makes  our  economy  thrive  and  propels  our 
nation  and  our  society  forward. 

In  short,  it  is  that  reach  —  when  combined  with  energy 
and  opportunity  — that  has  caused  so  many  American 
Dreams  to  become  realities.  This  nation,  its  cities,  its 
forms  of  government  and  commerce  all  stand  as 
legacies  to  the  fact  that  where  hope,  energy,  and  op¬ 
portunity  reside,  great  things  can  be  accomplished. 

But  as  we  all  know,  hope  and  opportunity  are  too  often 
scarce  resources  in  many  American  inner  cities.  We 
have  all  seen  the  forgotten  neighborhoods.  We  all  know 
that  our  alabaster  cities  are  too  often  dimmed  by  human 
tears.  Many  of  us  have  walked  the  abandoned  streets 
of  blighted  communities.  There  is  a  tragedy  about  such 
places.  A  tragedy  because  we  as  a  nation  have  allowed 
dreams  to  be  denied  and  opportunities  to  be  extin¬ 
guished.  No  nation  can  prosper  —  indeed  no  nation 
can  be  long  secure  —  when  any  citizen  or  any  part  of 
a  community  is  effectively  denied  the  real  chance  of  a 
decent  future.  America  —  built  as  it  is  on  great  dreams, 
great  promise,  and  the  greatness  that  come  from  reach¬ 
ing  beyond  its  grasp  —  cannot  deny  any  one  or  any 
community  the  opportunity  to  create  a  decent  life  and 
a  better  future. 

We  must  work  together  to  change  this  and  restore  hope 
in  these  communities.  Fortunately,  the  work  of  restora¬ 
tion  has  begun.  There  are,  today,  Americans  and 
American  institutions  making  the  reach  to  create  a  more 
hopeful  nation  ...  leaders  who  not  only  care,  but  who 
are  prepared  to  act.  These  men  and  women  have  rolled 
up  their  sleeves  and  invested  a  great  deal  of  sweat 
equity  to  provide  their  fellow  citizens  with  a  meaningful 
piece  of  the  American  dream. 

We  are  here  today  with  some  of  those  leaders:  John 
Bryant,  the  men  and  women  of  Operation  Hope  and  the 
community  and  business  leaders  who  share  their  vision. 
In  my  book,  you  are  genuine  American  heroes  —  local 
heroes  —  for  what  you  are  doing  to  offer  renewed  hope, 
energy,  and  opportunity  for  the  city  of  Los  Angeles. 


As  Comptroller,  I  also  have  to  say  that  I  take  pride  in 
what  the  Office  of  the  Comptroller  of  the  Currency 
(OCC),  its  people  and  the  national  banks  we  supervise 
have  been  doing  to  lead  in  this  important  area.  I  know 
there  are  those  who  feel  that  bureaucrats  and  bankers 
do  not  always  do  enough,  and  certainly,  there  is  a  lot 
more  work  for  us  to  do.  But  I  think  it  is  useful  to  focus 
some  attention  on  what  has  been  accomplished  since 
the  first  time  I  visited  Los  Angeles  as  a  public  servant. 

In  the  last  three  years,  we  have  seen  a  dramatic  in¬ 
crease  in  lending  and  investments  by  banks  to  low-  and 
moderate-income  areas.  I  think  the  most  dramatic 
evidence  of  the  progress  we’ve  witnessed  is  found  in 
the  Home  Mortgage  Disclosure  Act  (HMDA)  data.  Be¬ 
tween  1993  and  1994  alone,  there  was  a  27  percent 
increase  in  conventional  home  purchase  loans  to  low- 
income  households  nationwide.  Loans  to  African- 
American  families  around  the  country  rose  55  percent, 
and  mortgages  to  Hispanic  families  jumped  42  percent 
during  those  years  —  that  is  particularly  striking  at  a 
time  when  the  market  as  a  whole  was  growing  at  about 
18  percent.  Most  recent  data  show  that  this  improve¬ 
ment  continued  through  1 995  for  African-American  and 
Hispanic  mortgage  applicants. 

The  numbers  for  Los  Angeles  also  speak  volumes. 
Since  1992,  $20  billion  of  home  purchase  loans  were 
made  to  minority  families  in  the  greater  Los  Angeles 
area.  I  am  proud  to  say  that  our  national  banks  in  this 
area  contributed  significantly  to  that  success  by  in¬ 
creasing  mortgage  lending  to  Hispanic  borrowers 
nearly  200  percent  during  that  time  period.  Further, 
home  mortgage  lending  to  area  African-Americans  — 
by  all  financial  institutions —  has  increased  85  percent 
since  1992  —  nearly  three  times  the  rate  of  the  market 
as  a  whole. 

Moreover,  it  is  important  to  note  that  in  the  last  three 
years  the  annual  rate  of  home  mortgage  lending  to  low- 
and  moderate-income  families  in  Los  Angeles  has  more 
than  doubled.  Put  another  way,  the  increased  rate  of 
home  mortgage  lending  to  low-  and  moderate-income 
families  in  Los  Angeles  since  1993  has  meant  that  there 
are  12,200  families  in  homes  today  throughout  this  city 
that  would  not  have  been  without  this  increased  level 
of  bank  activity. 

In  addition  to  improved  HMDA  results,  national  bank 
investments  in  community  development  corporations 
and  CDC  projects  has  quadrupled  in  less  than  four 
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years  Here  in  California,  national  banks  have  con¬ 
tributed  to  and  leveraged  over  $1  billion  in  community 
development  and  public  welfare  investment  since 
1992.  And  when  we  look  to  the  future,  we  have  seen  a 
huge  increase  in  loan  commitments.  For  example,  in 
the  last  three  years  the  commitment  has  been  $100 
billion  This  figure  represents  70  percent  of  all  commit¬ 
ments  made  since  CRA  was  enacted  in  1997. 

These  are  impressive,  important  numbers,  and  all  of  us 
who  are  concerned  about  the  fate  of  our  children  and 
the  future  of  our  cities  can  take  pride  in  the  progress 
these  statistics  represent.  I  applaud  the  commitment 
the  banking  industry  has  made  to  reach  beyond  its 
grasp  to  serve  previously  underserved  communities 
and  families. 

When  I  became  Comptroller  of  the  Currency  in  April 
1993, 1  set  four  priorities  for  the  Office  to  pursue,  one  of 
which  was  to  work  closely  with  the  industry  and  com¬ 
munity  leaders  to  ensure  that  all  creditworthy 
Americans  had  fair  and  equal  access  to  credit.  Achiev¬ 
ing  that  objective  has  required  work  on  a  number  of 
fronts. 

At  President  Clinton’s  direction,  the  OCC  led  a  two-year 
effort  to  revise  the  Community  Reinvestment  Act  (CRA) 
rule  and  shift  the  emphasis  from  process  and  paper¬ 
work  to  focusing  more  on  bank  performance.  Through 
an  open  administrative  process  that  included  six  public 
hearings  across  the  country,  including  meetings  here 
in  Los  Angeles,  testimony  from  more  than  300  wit¬ 
nesses  and  7,000  comment  letters  from  bankers  and 
community  groups,  the  goal  was  achieved  —  a  new 
CRA  regulation  that  is  proving  more  effective  in  meeting 
community  credit  needs  while  significantly  reducing 
burdens  for  banks. 

Among  the  new  directions  taken  by  the  reformed  CRA 
is  an  increased  focus  on  banking  services  as  an  ad¬ 
junct  to  credit.  The  new  CRA  service  test  offers  greater 
opportunities  for  banks  —  directly  or  in  partnership  with 
community  groups  such  as  Operation  Hope  —  to  pro¬ 
vide  broad-based  community  development  services. 

For  example,  under  today’s  CRA,  banks  receive  service 
credit  for  activities  such  as  lending  executives  to  affor¬ 
dable  housing  organizations,  offering  school  savings 
programs,  making  grants  to  foundations  that  teach 
at-risk  youths  entrepreneurial  business  skills,  or  provid¬ 
ing  technical  expertise  to  nonprofit  organizations 
devoted  to  health  services.  This  is  a  tribute  to  the  fact 
that  keeping  a  community  economically  vibrant  re¬ 
quires  a  variety  of  approaches. 

In  addition  to  our  drive  to  revise  CRA  and  make  it  a  more 
comprehensive  vehicle  for  community  reinvestment,  in 


April  1 993,  the  OCC  shifted  the  focus  of  our  fair  lending 
examination  procedures  away  from  comparing  loan 
files  with  bank  lending  policy  to  determining  —  through 
comparative  file  analysis  —  whether  a  bank’s  home 
loan  application  process  produces  similar  outcomes 
for  minority  and  nonminority  applicants  with  similar 
qualifications. 

Since  that  change,  we  have  conducted  over  3,000  fair 
lending  examinations.  We  have  made  23  referrals  and 
notifications  to  the  Department  of  Justice  and  the 
Department  of  Housing  and  Urban  Development  of 
violations  of  fair  lending  laws.  In  the  previous  history  of 
fair  lending  laws  —  a  quarter  of  a  century  —  the  OCC 
had  made  but  a  single  referral.  And  that  referral  was 
inspired,  not  because  of  an  examination,  but  as  the 
result  of  an  advertisement. 

While  there  may  remain  incidents  like  these  that  require 
our  diligence,  today,  we  see  a  changing  picture.  From 
a  national  perspective,  bankers  are  making  aggres¬ 
sive,  progressive  strides  to  expand  their  markets  and 
serve  their  communities  responsibly.  And  the  OCC  is 
working  with  them,  because  beyond  our  supervisory 
responsibilities,  we  have  an  important  role  to  play  as  a 
resource  by  offering  community  development  expertise 
and  providing  forums  for  discussion  and  information 
sharing. 

To  increase  the  OCC’s  support  for  the  industry’s  com¬ 
munity  development  initiatives,  we  now  have  com¬ 
munity  development  specialists  in  each  of  our  district 
offices.  These  specialists  serve  as  a  resource  for 
bankers  and  their  community  partners  as  they  strive  to 
implement  profitable  community  development  lending 
and  investment  programs.  Our  OCC  staff  has  con¬ 
ducted  over  200  specific  outreach  meetings  across  the 
country  to  seek  ways  the  OCC  can  better  serve  com¬ 
munity  development  and  consumer  groups,  and  I  meet 
monthly  with  consumer,  small  business,  and  com¬ 
munity  development  professionals.  Incidentally,  I’ll  be 
leaving  here  in  a  few  minutes  to  attend  an  OCC  lunch¬ 
eon  with  community  development  specialists  from 
throughout  Southern  California.  And  earlierthis  year,  we 
hosted  a  conference  in  Washington  that  brought 
together  bankers  and  community  leaders  from  across 
the  United  States  to  talk  about  the  profitable  market 
opportunities  community  development  lending  repre¬ 
sents. 

In  addition  to  face-to-face  communications,  the  OCC  is 
employing  information  technology  to  share  knowledge 
and  advance  community  development  activity.  We 
have  brought  more  CRA  material  to  the  World  Wide 
Web  than  any  other  agency  or  organization.  I  en¬ 
courage  you  to  visit  our  Web  site  at:  www  occ.treas  gov 
This  link  gives  bankers  and  community  development 
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experts  access  to  our  latest  legal  interpretations  relat¬ 
ing  to  CRA,  so  they  can  get  a  clear  sense  of  the  unique, 
creative  ways  institutions  are  meeting  their  CRA  obliga¬ 
tions.  Further,  the  Web  site  offers  users  the  opportunity 
to  download  the  latest  CRA  evaluations,  allowing  inter¬ 
ested  groups  and  individuals  to  search  by  institution  or 
by  state  to  see  when  banks  in  their  community  have 
been  assessed  and  how  well  they  performed. 

That  is  what  we  are  doing  in  Washington  and  throughout 
the  OCC  to  improve  the  way  we  supervise  banks  and 
communicate  with  the  banking  industry  and  the  public. 
But  it  is  out  here  —  in  the  trenches  and  through  yeoman 
efforts  by  business,  local  government,  and  concerned 
citizens  —  where  the  really  exciting  work  is  being  done. 

On  our  bus  tour  today,  we  have  seen  what  greater 
cooperation  at  the  local  level  can  yield.  What  a  dif¬ 
ference  a  few  years  make!  The  buses  that  took  us 
through  the  surrounding  neighborhood  passed  by 
sights  that  I  would  not  have  believed  possible  three 
short  years  ago  when  I  last  visited  this  area.  From  our 
bus  windows  in  the  fall  of  1993  we  saw  scores  of 
problems  left  in  the  wake  of  rioting  that  opened  wounds 
some  thought  could  never  be  healed.  It  was  a  sobering 
tour,  and  the  challenges  before  this  city  and  its  leaders 
were  obvious  and  unenviable.  The  challenges  were 
such  that  I  would  think  that  even  an  energetic  optimist 
like  John  Bryant  had  to  have  been  asking  himself,  “Is 
there  really  any  hope  here?” 

But  hope  was  there  .  .  .  hope  that  gave  rise  to  solutions 
.  .  .  hope  that  attracted  over  a  billion  dollars  of  cor¬ 
porate  investment  to  an  inner  city  that  citizens  and 
businesses  were  determined  to  rebuild.  .  .  hope  that 
brings  the  $1  million  dollars  of  Small  Business  Ad¬ 
ministration  Loans  for  minority-owned  businesses, 
which  we  presented  today.  On  this  bus  trip  through 
South  Central,  yes,  we  still  felt  the  weight  of  all  there  is 
to  be  done,  and,  yes,  we  recognized  that  we  are  by  no 
means  at  the  promised  land.  But  we  were  also  able  to 
clap  our  hands  and  celebrate  the  results  of  your  shared 
commitment  to  South  Central’s  future.  Hope  is  indeed 
here  today. 

We  should  take  the  time  to  pat  ourselves  on  the  back 
and  think  about  how  far  we  have  come  in  community 
development.  It  is  deserved.  But  we  must  not  break  our 
arms  in  the  process,  because  we  still  have  hard  work 
to  do,  and  we  must  now  set  our  sights  on  the  tasks 
ahead.  Today,  it  is  clear  to  all  of  us  who  care  about 
revitalization  in  places  like  South  Central  Los  Angeles 
that  continued  progress  depends  upon  strong  local 
partnerships  and  continuous  process  improvement  — 
partnerships  focusing  on  the  nuts  and  bolts  of  mort¬ 
gage  lending  and  community  development.  I  am  talk¬ 
ing  about  the  day-to-day  attention  to  the  fundamentals 


—  refining  and  perfecting,  for  example,  the  process  by 
which  the  banking  industry  underwrites  loans  and  ser¬ 
vices  the  obligation  throughout  the  life  of  the  loan  .  .  . 
the  process  of  managing  properties  and  providing 
families  and  businesses  effective  counseling  ...  the 
process  of  strengthening  existing  partnerships,  adapt¬ 
ing  to  changing  realities,  and  embracing  new  coopera¬ 
tive  strategies.  All  of  this  is  necessary  to  move  the 
community  development  market  fully  into  the 
mainstream  and  help  today’s  new  customers  establish 
relationships  with  their  financial  services  providers  that 
can  last  a  lifetime. 

That  is  what  makes  this  new  banking  center  so  exciting. 
It  brings  two  of  the  concepts  shaping  the  future  of 
financial  services  everywhere  —  relationship  banking 
and  technology  —  into  the  inner  city.  The  Operation 
Hope  Banking  Center  can  be  a  model  for  how  to  reach 
out  to  underserved  communities  and  put  the  benefits 
of  technological  advances  within  their  grasp.  John 
Bryant,  Operation  Hope,  and  the  dozens  of  financial 
institutions  involved  in  this  undertaking  are  pioneers 
who  share  a  strong  commitment  to  ensure  that  access 
to  financial  services  is  preserved  in  an  era  of  banking 
industry  consolidation  and  electronic  commerce.  You 
have  created  a  high-tech,  one-stop  shop  for  financial 
services,  where  men  and  women  can  come  to  do 
everything  from  paying  utility  bills  to  receiving  credit 
counseling,  to  exploring  entrepreneurial  franchise  op¬ 
portunities. 

A  center  like  this  demonstrates  that  the  inner  city  need 
not  be  swept  away  by  the  currents  of  change  running 
through  the  financial  services  industry.  Rather,  these 
forces  can  provide  expanded  opportunity  and  hope  to 
those  who  already  have  relationships  with  banks  as  well 
as  to  the  thousands  of  unbanked  individuals  who  are 
not  currently  served  by  the  banking  industry.  In  recent 
years,  we  have  devoted  considerable  energies  to 
reaching  out  to  banking’s  underserved.  The  next  fron¬ 
tier  for  all  of  us  will  be  to  find  ways  to  reach  the  unserved 

—  those  who  have  no  relationship  with  a  financial 
institution,  no  way  of  building  a  solid  credit  history,  no 
place  to  cash  a  check  without  incurring  an  expense,  no 
help  in  preparing  for  their  future.  We  can  and  must  bring 
them  into  a  banking  system  that  is  continually  evolving 
and  increasingly  capable  of  finding  new  ways  to  serve 
all  of  our  citizens  better.  It  is  within  our  reach.  Doing  that 
will  be  a  challenge,  of  course.  But  we  not  only  have  the 
responsibility  to  do  so,  we  have  a  base  to  build  on.  We 
have  shown  that  it  is  possible  to  dramatically  increase 
financial  services  business  in  low-  and  moderate-in¬ 
come  areas.  We  have  seen  banks  do  this  business- 
not  as  a  handout,  a  charity,  or  an  obligation  —  but  as  a 
real  profit-making  endeavor.  We  have  seen  that  dedica¬ 
tion,  energy,  and  partnerships  among  dedicated 
citizens  like  John  Bryant,  bankers  and  public  servants 
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do,  indeed,  make  a  difference.  We  have  seen  that  there 
are  reasons  to  hope  —  that  we  Americans  will  never 
stop  reaching  beyond  our  grasp. 
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Remarks  by  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the 
Detroit  Economic  Development  Tour,  on  community  development,  Detroit, 
Michigan,  September  17,  1996 


Today,  we  have  had  the  opportunity  to  see  first-hand 
how  Detroit’s  empowerment  zone  and  its  financial  in¬ 
stitutions  are  revitalizing  this  historic  city  and  offering 
new  opportunities  for  your  citizens  and  communities. 
Everyone  who  calls  Detroit  home  can  be  proud  of  the 
efforts  that  are  underway  in  places  like  Parkside  Homes 
and  Virginia  Park.  It  has  been  an  absolute  delight  to  talk 
to  new  urban  homeowners  and  hear  how  excited  they 
are  to  see  their  dream  of  homeownership  become  a 
reality  ...  to  learn  about  the  homeownership  counsel¬ 
ing  services  that  the  Church  of  the  Messiah  is  making 
available  .  .  .  and  now  to  help  open  this  renovated 
warehouse  space  for  Detroit  Discount  Distributors, 
which  is  bringing  jobs,  excitement  and  —  I’m  sure  — 
great  food  to  the  people  of  Detroit. 

We  saw  on  this  tour  both  the  possibilities  and  the 
challenges.  Much  work  remains  to  be  done,  but  we  now 
know  how  it  must  be  addressed.  We  must  work  together 
in  strong  public-private  partnerships  —  bankers, 
government,  community  groups,  business  owners, 
residents,  and  community  leaders  —  to  revitalize  neigh¬ 
borhoods  and  make  Detroit’s  renaissance  real  for  all  of 
its  citizens.  I  know  that  the  members  of  the  zone’s 
banking  consortium  have  the  same  sense  of  pride  a 
new  homeowner  feels.  They  have  the  thrill  of  ac¬ 
complishment  that  comes  when  tough  problems  are 
tackled  in  partnership  with  others  who  share  a  common 
hope.  It  is  a  tribute  to  the  members  of  this  consortium 
—  Michigan  National  Bank,  First  Federal  of  Michigan, 
First  of  America,  First  Independence  National  Bank  of 
Detroit,  Comerica,  the  First  Nationwide,  and  Standard 
Federal  —  that  of  all  designated  empowerment  zones, 
Detroit  has  the  most  active  formal  participation  of 
private  banks  and  thrift  than  any  other  designated 
empowerment  zone.  Your  stellar  consortium  has  made 
a  $1  billion  commitment  to  lend  in  the  Detroit  empower¬ 
ment  zone  over  the  next  10  years.  Your  commitment 
means  you  are  bringing  $100  million  annually  to  this 
area  —  an  investment  that  will  reap  untold  benefits  for 
the  100,000  citizens  who  live  here  and  the  9,000  busi¬ 
nesses  that  serve  them. 

As  Comptroller,  I  also  have  to  say  that  I  take  pride  in 
what  the  Office  of  the  Comptroller  of  the  Currency 
(OCC),  its  people  and  the  national  banks  we  supervise 
have  been  doing  to  lead  in  this  important  area.  In  the 
last  three  years,  we  have  seen  a  dramatic  increase  in 
lending  and  investments  by  banks  to  low-  and 
moderate-income  areas  and  areas  designated  by 
government  for  redevelopment.  Here  in  Michigan, 


home  purchase  loans  to  minority  households  increased 
1 25  percent  from  1 992  to  1 995  —  more  than  double  the 
rate  for  the  market  as  a  whole.  The  number  of  loans 
made  in  the  state’s  low-  and  moderate-income  census 
tracts  also  outpaced  the  rest  of  the  market  by  a  similar 
rate.  These  figures  demonstrate  the  progress  made  in 
ensuring  fair  lending  and  eliminating  discriminatory 
practices  from  credit  decisions. 

In  addition,  since  1993,  national  banks  and  their  com¬ 
munity  partners  have  made  over  $3  billion  of  invest¬ 
ments  in  community  development  corporations  and  CD 
projects  across  the  country.  This  money  is  geared 
primarily  to  providing  housing,  services,  and  jobs  for 
low  and  moderate  income  people  and  to  provide  equity 
and  special  debt  for  small  businesses.  And  when  we 
look  to  the  future,  we  have  seen  a  huge  increase  in  loan 
commitments.  For  example,  in  the  last  three  years  the 
commitment  has  been  $100  billion.  This  figure  repre¬ 
sents  70  percent  of  all  commitments  made  since  the 
Community  Reinvestment  Act  was  enacted  in  1979. 

When  I  became  Comptroller  of  the  Currency  in  April 
1993,  I  set  four  priorities  for  the  Office  to  pursue,  one  of 
which  was  to  work  closely  with  the  industry  and  com¬ 
munity  leaders  to  ensure  that  all  creditworthy 
Americans  had  fair  and  equal  access  to  credit.  Our 
work  has  taken  many  forms,  from  revising  the  Com¬ 
munity  Reinvestment  Act  rule  to  make  it  more  effective 
and  less  burdensome,  to  improving  the  quality  and 
quantity  of  our  fair  lending  examinations,  to  hiring  com¬ 
munity  development  specialists  —  assigned  to  each  of 
our  OCC  district  offices  —  to  work  with  the  industry  and 
community  leaders  to  foster  greater  cooperation  and 
results.  Earlier  this  year,  we  hosted  a  conference  in 
Washington  to  focus  attention  on  the  profitable  busi¬ 
ness  opportunities  that  community  redevelopment  rep¬ 
resents  for  all  of  us.  And  as  we  prepare  to  cut  the  ribbon 
on  this  sparkling  facility,  I  should  also  note  that  the  new 
CRA’s  emphasis  on  small  business  lending  —  along 
with  its  support  of  Small  Business  Administration 
programs  —  encourages  the  type  of  investment  we  see 
here  this  morning  and  is  an  example  of  how  sensible 
regulation  can  help  stimulate  community  redevelop¬ 
ment  in  Detroit  and  throughout  the  United  States. 

Today,  I  am  pleased  to  announce  another  step  we  are 
taking  to  support  banks  and  their  communities.  Today, 
we  are  making  it  easier  for  national  banks  to  use  their 
community  development  investment  authority  to  help 
improve  the  quality  of  life  in  economically  distressed 
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neighborhoods  We  have  submitted  for  publication  to 
the  Federal  Register  our  revised  Community  Develop¬ 
ment  Investment  regulation.  Part  24,  as  the  rule  is 
called,  is  the  OCC’s  regulation  governing  national 
banks’  investments  designated  primarily  to  promote  the 
public  welfare.  The  revision  to  part  24  will  enhance 
banks’  authority  to  make  investments  in  the  public 
welfare,  promote  partnerships  between  banks  and  the 
communities  they  serve  and  reduce  burden  on 
banks. 

The  cornerstone  of  part  24  is  the  requirement  that  all 
investments  made  under  this  rule  benefit  low-  and 
moderate-income  individuals,  low-  and  moderate-in¬ 
come  areas,  or  areas  that  have  been  designated  for 
redevelopment  by  local,  tribal,  state  or  federal  govern¬ 
ment.  Part  24  expressly  authorizes  investments  in 
Federal  Enterprise  Communities  and  Federal  Em¬ 
powerment  Zones.  By  doing  this,  the  OCC  sends  a 
strong  signal  to  the  over  2,800  banks  we  supervise  that 
targeted  redevelopment  is  good  policy  and  good  busi¬ 
ness. 

We  hope  to  see  even  more  of  the  innovative  ap¬ 
proaches  already  being  developed  and  put  in  place  in 
empowerment  zones  and  empowerment  communities 
throughout  the  midwest  and  across  the  country.  First 
National  Bank  of  Chicago,  for  example,  has  a  $100,000 
pilot  program  to  provide  downpayment  grants  of  up  to 
$1 ,500  to  qualified  homebuyers  in  their  city’s  empower¬ 
ment  zone.  This  initiative  —  part  of  the  bank’s  $240 
million  commitment  to  lend  to  consumers  and  busi¬ 
nesses  in  the  Chicago  empowerment  zone,  will  make 
it  possible  for  between  75  and  100  families  to  buy  a 
house.  Along  the  shores  of  another  Great  Lake,  eight 
banks  in  Cleveland  are  working  with  the  Small  Business 
Administration  to  promote  small  business  lending  in 
Cleveland’s  empowerment  zone.  Down  the  road  from 
Cleveland,  five  banks  in  Akron  have  each  offered  $1 
million  to  promote  the  SBA’s  low-doc  loan  program  and 
provide  financing  to  over  90  businesses  in  that  city's 
empowerment  community  this  first  year  alone.  And  in 
Wilmington,  Delaware’s  empowerment  community, 
businesses  located  in  that  designated  area  or  those 
companies  that  hire  residents  of  the  empowerment 
community  can  receive  below-market-rate  loans  made 
possible  by  a  new  tax-exempt  bond  financing  program 
a  local  bank  is  underwriting.  The  revised  part  24  will 
give  others  greater  incentive  to  follow  these  kind  of 
leads. 

While  we  have  made  part  24  more  flexible  for  banks, 
we  have  also  retained  a  component  that  we  believe  is 
absolutely  vital  the  requirement  for  community  sup¬ 
port  for  and  participation  in  bank  community  develop¬ 
ment  investments.  The  rule  encourages  a  variety  of 
community  partnerships  such  as: 


•  Community  representation  on  community 
development  corporation  boards  of  directors. 

•  The  establishment  of  community  advisory 
boards  for  banks’  community  development  ac¬ 
tivities. 

•  The  formation  of  formal  business  relationships 
with  community-based  organizations. 

I  want  to  stress  that  part  24  is  not  just  another  bureau¬ 
cratic  maze  that  we  are  requiring  banks  to  negotiate  or 
paperwork  that  produces  eye-strain,  headaches  and 
frustration  for  all  involved.  No,  the  OCC  listens  when 
banks  and  community  groups  tell  us  they  need 
simplified,  streamlined  rules.  When  published,  the  text 
of  the  rule  will  occupy  less  than  three  pages  in  the 
Federal  Register. 

In  those  three  pages,  we  have  provided  banks  two  very 
clear  options  for  dealing  with  our  agency.  The  first 
option,  available  for  most  banks  and  most  investments, 
is  called  “self-certification,”  which  we  have  allowed  for 
the  past  two  years,  but  are  now  expanding  this  concept 
even  more.  Self-certification  eliminates  the  time-con¬ 
suming  application  processes  banks  had  previously 
confronted.  The  new  streamlined  process  permits  a 
bank  to  work  closely  —  and  with  flexibility  —  with  its 
community  partners,  making  direct  commitments  to 
structure  needed  financing  for  affordable  housing, 
small  business  loans,  micro-enterprise  lending  and 
many  other  critical  activities  that  are  essential  to  under¬ 
served  communities.  The  bank  is  required  to  simply 
notify  us  10  days  after  making  the  investment,  describ¬ 
ing  the  investment  and  certifying  that  it  complies  with 
the  requirements  we’ve  set  forth. 

The  second  option  applies  to  banks  and  investments 
that  are  not  eligible  for  self-certifications.  Under  this 
process,  a  bank  need  only  submit  to  the  OCC  a  letter 
—  much  like  the  one  used  for  self-certification  —  prior 
to  making  an  investment.  Unless  notified  otherwise  by 
the  OCC  within  30  days,  the  bank  may  proceed  with  the 
investment. 

These  simple  regulatory  options  reflect  my  belief  that 
banks  and  their  community  partners  are  in  the  best 
position  to  determine  what  approaches  make  best 
sense  for  the  places  in  which  they  live,  work,  and  do 
business.  We  are  going  to  make  sure  that  part  24  is  part 
of  the  solution  in  communities  like  the  ones  we  visited 
today. 

I  am  confident  that  the  type  of  reinvestment  and 
revitalization  we  saw  today  and  celebrate  with  this 
ribbon-cutting  will  continue  to  make  cities  like  Detroit 
better  places  to  raise  a  family  and  realize  the  American 
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Dream  of  continued  achievement.  You  are  achieving 
great  things  here  in  this  empowerment  zone  —  here 
and  throughout  the  metropolitan  community.  Your  ef¬ 
forts,  while  never  easy  and  never  without  struggle,  are 
crucial  to  this  city’s  and  this  country’s  future.  And  with 


each  success  —  with  each  new  home,  new  business 
opened  and  new  job  created  —  you  are  demonstrating 
that  people  who  care  and  come  together  can  make  a 
profound  difference. 
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Remarks  by  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the 
1996  OCC  Managers’  Conference,  on  the  OCC’s  mission,  objectives,  and 
accomplishments,  Detroit,  Michigan,  September  17,  1996 


How  often  does  this  happen  to  you?  You  meet  someone 
-  perhaps  on  a  plane  flying  to  Detroit  —  who  asks  you 
a  simple,  innocuous  question,  “Where  do  you  work?”  or 
“What  do  you  do?" 

Smiling  politely,  you  say,  “The  Office  of  the  Comptroller 
of  the  Currency,”  knowing  that  although  the  person  may 
have  heard  of  the  office  or  seen  a  reference  to  us  in  the 
local  newspaper,  unless  the  person  is  a  banker, 
businessperson,  or  fellow  regulator,  he  or  she  probably 
has  very  little  sense  of  what  a  unique  agency  the 
Comptroller’s  Office  is  or  the  vast  contributions  we  have 
made  to  the  nation's  financial  services  history  and  its 
economic  progress. 

Call  it  a  Comptroller  pride  thing,  but  when  I  get  asked 
a  question  like  that,  I  can’t  wait  to  launch  into  the 
answer. 

No,  our  agency  is  not  well-known,  but  our  mark  can  be 
found  throughout  the  history  books.  So  much  so,  that 
the  average  citizen  of  an  earlier  time  would  have  known 
a  great  deal  more  about  our  oriqins  and  our  importance. 
The  OCC: 

•  Was  created  by  President  Lincoln  because  of 
his  belief  in  the  importance  of  a  strong  national 
banking  system. 

•  Helped  shape  the  direction  of  American 
finance  in  the  20th  century. 

•  Has  been  staffed  and  led  by  exceptional 
people  of  integrity,  vision,  and  influence. 

Our  history  is  indeed  rich  and  long  —  and,  of  course, 
we  have  had  our  share  of  ups  and  downs.  It  is  no  secret 
that  the  late  1980s  and  early  1990s  were  difficult  times 
for  banking  and  bank  supervisors. 

But  we  have  rebounded.  Today,  because  of  you  and 
your  collective  ability  to  rise  to  the  challenge,  the  OCC 
is  stronger  than  it  ever  has  been  and  —  because  of  you 
a  national  bank  charter  has  never  meant  more.  And 
the  OCC  story  is  one  we  can  tell  with  increasing  pride. 

•  Conversions  are  going  our  way.  Between  1986 
had  1994,  we  had  net  conversions  from  nation¬ 
al  to  state  charters  of  -99  banks.  This  trend 
started  to  reverse  in  1995  and  the  trend  con¬ 


tinues  to  the  present  with  net  conversions  of 
+21  banks. 

•  Assets  are  flowing  into  the  national  banking 
system.  We  are  seeing  national  bank  assets 
continue  to  increase  whereas  state  bank  as¬ 
sets  have  leveled  off  since  1995.  An  even  more 
noticeable  change  is  in  national  bank  share  of 
industry  assets,  which  increased  significantly 
in  1995  after  declining  for  several  years. 

•  And  the  national  banking  system  is  strong. 
Capital  levels  continue  to  increase. 

So,  while  the  OCC  might  never  be  a  household  name, 
our  impact  is  felt  in  millions  of  households  .  .  .  our 
reputation  as  an  agency  on  the  cutting  edge  of  financial 
services  supervision  is  secure.  Our  four  pillar  program 
is  working  for  us  today  and  preparing  ourselves  and  the 
banking  industry  for  a  future  as  vibrant  as  the  past. 

The  story  I  want  to  share  with  you  this  morning  is  our 
story,  the  OCC  story  —  one  that  everyone  who  works 
for  this  office  should  take  credit  for  and  pride  in.  Al¬ 
though  I  want  to  recognize  the  contributions  of  Execu¬ 
tive  Committee  members  for  leading  efforts  of 
particular  significance,  that  in  no  way  should  diminish 
the  fact  that  our  accomplishments  depend  on  hundreds 
of  OCC  men  and  women  striving  toward  the  shared 
goals  of  our  four  pillars  program.  I  would  now  like  to 
introduce  the  two  newest  members  of  the  Executive 
Committee:  Matt  Roberts  and  Jim  Kamihachi. 

Four  Pillars  Accomplishments 

Our  goal:  Making  bank  supervision  more  relevant  to  the 
realities  of  today’s  banking  environment. 

Safety  and  Soundness 

•  Supervision  by  risk.  Led  by  Senior  Deputy 
Comptroller  for  Bank  Supervision  Policy  Susan 
Krause.  Thomas  Ripke,  chairman  of  Robert 
Morris  Associates,  has  observed  that  "Super¬ 
vision  by  risk  is  a  holistic  approach  to  the 
subject  of  risk  management.  It  gives  you  a  far 
more  forward-looking  picture  of  what  all  of  your 
risks  are." 

•  National  Credit  Committee  Development 
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•  International  cooperation.  Developing  volun¬ 
tary  standards  of  practice. 

Competitiveness 

•  Litigation  record.  Led  by  Chief  Counsel  Julie 
Williams.  Four  consecutive  times  in  the  last  two 
years  the  Supreme  Court  has  unanimously 
agreed  (in  an  unprecedented  9  to  0  vote)  with 
the  agency’s  interpretation  of  the  National  Bank 
Act  and  our  ability  to  apply  it  to  contemporary 
financial  services.  Our  record  to  date  has  been 
50  wins  and  9  losses  (none  of  which  were  at 
the  Supreme  Court  level.) 

Efficiency /Burden  Reduction 

•  Led  by  Senior  Deputy  Comptroller  for  Bank 
Supervision  Operations  Leann  Britton  (pre¬ 
viously  led  by  Steve  Steinbrink). 

•  Simplified  examination  procedures  for  non¬ 
complex  banks. 

•  Regulatory  Review  Project.  Led  by  Chief  Coun¬ 
sel  Julie  Williams.  Since  mid-1993,  we  have 
been  reviewing  our  regulations  from  A  to  Z. 

•  Application  processing  is  more  efficient.  We 
eliminated  the  need  for  one-half  of  all  bank 
applications  and  implemented  fast  track 
process  for  others. 

•  Assets  per  examiner  on  the  rise,  which  reflects 
our  increasing  supervision  efficiency.  Par¬ 
ticipation  by  economists  has  helped  improve 
efficiency. 

•  We  have  a  more  experienced  examiner  staff 
compared  to  1990;  average  experience  in¬ 
creased  from  9.7  years  to  12.5  years. 

•  Interdisciplinary  approach  to  supervision.  Led 
by  Senior  Deputy  Comptroller  for  Economic 
Analysis  Jim  Kamihachi. 

•  Outreach.  Led  by  Ombudsman  Sam  Golden. 
Bankers’  responses  to  exam  survey  were  very 
favorable  with  regards  to  OCC’s  communica¬ 
tion  skills,  professionalism,  adding  value,  and 
reducing  burden.  Bankers  tell  me  time  and  time 
again  in  outreach  meetings  that  their  exams 
have  been  the  best  in  over  40  years.  Respon¬ 
ses  were  also  positive  on  BOS  survey. 

•  Fee  reductions.  Led  by  Senior  Deputy  Comp¬ 
troller  for  Administration  Judy  Walter.  We  have 


seen  $68MM  annual  savings  in  fee  reductions 
to  the  national  banking  system. 

Expanding  Access  to  Credit  and  Other  Financial 
Services 

•  Led  by  former  Senior  Deputy  Comptroller  Kon¬ 
rad  Alt. 

•  CRA  reform.  HMDA  results  showed  a  signifi¬ 
cant  increase  in  home  purchase  loans  between 
1992  and  1995  to  low-  and  moderate-income 
persons  and  loans  to  minorities.  CRA  reform 
has  been  applauded  by  bankers. 

•  Introduction  of  Community  Development  Spe¬ 
cialists. 

•  Industry  commitments.  In  the  last  three  years, 
$100  billion  in  industry  commitments  have 
been  made,  compared  to  $41  billion  for  the 
previous  16  years  since  CRA  was  enacted. 

We  have  taken  some  tough  steps,  together,  and  al¬ 
though  we  have  not  always  agreed  on  everything  we 
have  tried  to  do,  the  end  result  is  this:  Because  of  our 
combined  efforts,  the  OCC  is  more  capable  of  provid¬ 
ing  the  supervision  the  industry  needs.  In  short,  the 
OCC  is  today  a  more  progressive  regulatory  agency  — 
making  necessary  changes  and  laying  the  groundwork 
to  meet  our  mission  into  the  next  century. 

Now,  of  course,  no  one  knows  exactly  what  the  future 
holds  for  banking  and  bank  supervision.  Some  have 
even  speculated  that  in  the  years  to  come  there  won’t 
even  be  banks  for  us  or  our  sons  and  daughters  to 
regulate.  We  have  all  heard  the  words  “dinosaurs”  and 
“banks”  mentioned  in  the  same  sentence  often  enough 
to  know  that  the  future  holds  no  sure  things  and  no 
promises  for  anyone. 

I  will  not  make  any  promises  either,  but  I  will  offer  some 
best  guesses. 

My  bet  is  that  banks  are  not  going  away  and  are 
nowhere  near  extinction.  But  it  is  a  sure  bet  that 
tomorrow's  banks  will  look  different  from  the  banks  we 
have  traditionally  supervised  for  much  of  the  agency’s 
history  and  that  they  will  not  always  be  in  the  same 
towns,  cities,  and  states  they  are  today.  And  I  would 
also  hazard  a  guess  that  tomorrow’s  national  banks  will 
—  as  they  have  been  ever  since  Lincoln’s  era  —  lead 
players  in  the  country’s  economic  development  and  the 
financial  services  industry. 

I  can  make  that  educated  guess  because  I  know  you 
And  you  know  that  the  question  of  whether  banks  will 
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be  significant  factors  for  decades  to  come  is  depend¬ 
ent  —  in  very  large  measure  —  on  our  ability  to  be 
forward  looking  and  capable  of  effectively  supervising 
an  ever-evolving,  increasingly  complex,  and  tech¬ 
nologically  sophisticated  banking  system. 

That  means  the  career  paths  we  must  follow  today,  and 
that  future  OCC  employees  will  follow  tomorrow,  must 
lead  to  where  we  are  as  good  as  —  or  better  than  — 
the  banks  under  our  supervision  in  dealing  with 
change,  identifying  and  measuring  complex  risks,  and 
employing  technological  tools.  That  path  requires  us  to 
be  multidisciplinary,  better  prepared,  and  more  sophis¬ 
ticated.  That  path  leads  to  jobs  that  are  rewarding, 
always  in  demand,  and  truly  capable  of  creating  sig¬ 
nificant  value  for  the  national  banking  system. 

A  regulatory  agency  that  does  not  face  up  to  the 
challenge  of  change  and  continually  re-tool  will  soon 
become  irrelevant.  And  the  need  to  change  is  being 
driven  not  by  any  one  person  or  committee  within  the 
OCC  but  by  external  factors  and  the  sea  change  that 
enhanced  competition,  technology,  industry  consolida¬ 
tion,  and  globalization  represent. 

To  remain  successful,  the  OCC  must  approach  the 
future  with  the  same  type  of  attitude  that  our  country’s 
most  visionary  banks  have  adopted.  As  I  go  around  the 
country  talking  to  bankers,  I  am  sure  I  see  the  same 
thing  you  do  during  the  course  of  examining  their  banks 
—  that  some  institutions  are  clearly  better  prepared  for 
the  future  than  others.  My  hope  is  that  when  bankers 
look  to  the  regulatory  community,  they  see  in  us  an 
agency  better  prepared  for  the  future  than  our  peers  at 
the  federal  and  state  levels. 

That  is  the  key  to  being  the  agency  banks  want  to 
have  supervising  them  —  now,  and  for  years  to  come. 
But  let  me  be  clear  about  what  that  statement  does 
not  mean.  It  does  not  mean  we  can  ever  compromise 
the  quality  of  our  supervision  or  our  integrity.  It  has 
never  been  our  role  to  be  simply  cheerleaders  for  the 
industry.  Our  role  is  quite  clear,  and  it  is  found  in  our 
mission  statement: 

The  OCC  charters,  regulates  and  supervises  na¬ 
tional  banks  to  ensure  a  safe,  sound  and  competi¬ 
tive  national  banking  system  that  supports  the 
citizens,  communities  and  economy  of  the  United 
States. 

The  words  of  that  mission  statement  also  remind  us  that 
neither  banks  nor  the  OCC  can  neglect  the  concerns 
of  consumers  or  turn  our  backs  on  ordinary  people. 
Balancing  the  sometimes  competing  demands  of  in¬ 
dustry  and  public  can  be  difficult  at  times,  but  it  is  a 
balance  we  must  strike  true  it  is  a  legal  requirement, 


a  business  necessity,  and  a  responsibility  that  both  the 
public  and  the  politicians  will  hold  us  to.  That  also 
underscores  why  it  is  essential  that  we  be  public  rela¬ 
tions  conscious  and  effective  in  communicating  our 
performance  and  our  public  policy  positions  in  the  halls 
of  Congress  and  to  industry  trade  groups. 

We  want  the  person  on  the  plane  to  know  what  the  OCC 
is  all  about  and  we  need  the  policymaker  in  Washington 
to  see  us  as  an  insightful  and  visionary  player  in  the 
financial  services  debate.  We  have,  I  believe,  elevated 
our  stature  in  recent  years,  and  even  those  who  may 
disagree  with  us  on  the  issues  would  not  deny  that  we 
bring  considerable  intellect  and  professionalism  to  the 
task  of  shaping  the  future  of  banking  and  financial 
services. 

If  we  make  a  commitment  to  embrace  change  and 
develop  the  skills  and  relationships  we  must,  the  OCC 
will  stay  at  the  forefront  of  bank  supervision,  and  our 
national  banks  will  be  leaders  in  the  financial  services 
industry  of  the  21st  century. 

But  I  do  not  want  to  sugarcoat  the  challenge  before 
us  or  paint  a  Pollyannaish  picture  that  does  not  match 
the  realities  we  all  know  exist.  Change  is  hard.  There 
will  be  discomfort  and  stress  as  we  strive  to  distin¬ 
guish  ourselves  vis  a  vis  other  federal  and  state 
regulators  to  be  the  regulator  of  choice  within  the 
industry.  In  many  ways,  the  task  before  us  is  even 
more  difficult  because  we  start  a  little  behind  and  are 
the  higher  cost  provider  of  supervision.  But  we  can 
be  competitive  on  cost  and  we  will  win  on  value.  I 
have  never  read  any  articles  in  the  Wall  Street  Journal 
accusing  us  of  being  a  wasteful,  inefficient  regulatory 
agency,  and  I  know  I  never  will. 

The  story  I  want  to  read  and  tell  —  and  the  one  you  are 
creating  —  is  of  the  premier  regulatory  agency  staffed 
with  superior  people  and  armed  with  the  skills,  ex¬ 
perience,  and  perspectives  the  industry  truly  values. 

The  objectives  for  1997  that  you  have  helped  us 
develop  point  the  OCC  in  the  direction  we  must  go  to 
reach  that  vision  of  our  future.  During  the  next  two  days, 
we  will  have  the  opportunity  to  discuss  these  seven 
strategic  objectives  in  more  detail,  and  I  know  Senior 
Deputy  Comptroller  Leann  Britton  has  a  lot  more  to  say 
about  how  these  objectives  were  reached  and  why  they 
are  the  right  ones  for  the  coming  year. 

Next  year,  the  agency's  primary  objectives  are: 

•  Supervision  by  risk:  Build  on  progress  to  date. 

•  Technology  to  support  our  workforce:  Implement 
an  integrated  information  technology  plan. 
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Workforce  skills,  abilities,  and  resources:  Man¬ 
age  the  evolution  of  the  workforce. 

Effectiveness  measures  for  OCC  programs, 
processes,  and  projects:  Ensure  that  we  are 
achieving  intended  results. 

Internal  communications:  Develop  a  coordi¬ 
nated  and  integrated  process  of  communicat¬ 
ing  within  OCC. 

Electronic  money  and  banking:  Develop  a 
timely  and  appropriate  response  to  the  intro¬ 
duction  of  E-money/E-banking. 


•  Access  to  financial  services:  Invigorate  and 
better  institutionalize  the  OCC’s  efforts  to  im¬ 
prove  access. 

Again,  thank  you  for  your  commitment  and  dedication 
to  the  OCC’s  important  mission  ...  thank  you  for  the  hard 
work  you  have  done  to  make  the  OCC  all  it  has  come 
to  stand  for,  and  the  hard  work  I  know  you’re  doing  to 
make  it  what  it  will  become  in  the  years  ahead. 

Call  it  a  Comptroller  pride  thing,  but  I  am  confident  that 
the  OCC  story  will  continue  to  grow  and  prosper  along 
with  the  national  banking  system. 
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Remarks  by  Leann  Britton,  Senior  Deputy  Comptroller  for  Bank  Supervision 
Operations,  before  the  OCC  Managers’  Conference,  on  OCC  objectives  for 
1997,  Detroit,  Michigan,  September  17,  1996 


You  have  just  heard  Comptroller  Gene  Ludwig  talk 
about  our  many  accomplishments  over  the  past  few 
years.  We  have  made  tremendous  progress  on  a  num¬ 
ber  of  fronts  —  implementation  of  our  Supervision  by 
Risk  approach;  the  review  and  streamlining  of  all  our 
regulations,  expansion  of  bank  powers;  a  streamlined 
corporate  application  process;  and  through  your  efforts 
as  managers  —  the  development  of  a  workforce  that  is 
recognized  as  the  most  capable  and  professional 
among  the  regulatory  agencies.  As  Gene  said,  you  are 
the  people  who  made  these  accomplishments  pos¬ 
sible.  And  you  should  be  proud  of  all  you  have  ac¬ 
complished. 

But  we  cannot  rest  on  our  past  achievements.  You  have 
also  heard  Comptroller  Ludwig  describe  the  massive 
changes  that  are  occurring  in  the  banking  industry  as 
we  enter  the  next  century.  And  his  vision  of  the  agency 
we  must  become  in  order  to  stay  at  the  forefront  of  bank 
supervision.  Over  the  past  several  months,  the  Comp¬ 
troller  and  the  Executive  Committee  have  spent  a  con¬ 
siderable  amount  of  time  thinking  about,  and 
discussing,  the  actions  we  must  take  to  make  that  vision 
a  reality.  We  have  developed  a  game  plan  —  our  1997 
objectives  —  that  we  believe  will  take  us  several  steps 
down  the  road  toward  accomplishing  that. 

On  behalf  of  the  Executive  Committee,  I  would  like  to 
talk  to  you  about  those  objectives  and  some  of  the 
specific  actions  we  plan  to  take  to  accomplish  them.  It 
is  important  that  all  of  you  understand  and  support  the 
objectives,  and  —  as  leaders  of  this  agency  —  leave 
this  conference  committed  to  ensuring  that  your  staff 
understands  and  supports  the  objectives  as  well. 

But  before  I  do  that,  I  would  like  to  take  a  step  back  and 
explain  to  you  how  this  game  plan  —  these  objectives 
and  the  underlying  action  plan  —  were  developed.  I 
think  this  is  key  to  your  knowing  that  these  are  not  just 
the  Comptroller's  objectives  for  the  agency,  nor  are  they 
the  Executive  Committee’s  objectives  —  they  are  yours 
as  well  In  setting  these  objectives,  the  Comptroller  and 
Executive  Committee  recognized  the  value  that  could 
be  gained  by  enlisting  the  brainpower  and  perspec¬ 
tives  of  the  OCC’s  entire  workforce  in  helping  us  focus 
on  the  issues  most  critical  to  the  OCC's  success. 

In  order  to  do  so,  we  decided  to  hold  focus  group 
sessions  with  employees  and  managers  throughout  the 
agency  The  goal  of  the  focus  group  sessions  was  quite 
simple  To  bring  senior  management  and  employees 


together  for  the  purpose  of  discussing  the  agency’s 
priorities  —  the  four  pillars.  And  use  the  sessions  as  an 
opportunity  for  management  to  get  employee  input  on 
the  actions  that  were  most  critical  in  helping  us  achieve 
those  priorities. 

Executive  Committee  members  conducted  21  focus 
group  meetings  with  approximately  200  employees 
and  managers  participating.  Participants  in  these  ses¬ 
sions  identified  five  key  issues  that  they  felt  we  needed 
to  focus  on  in  1997: 

1)  Maintain  an  experienced  workforce,  and  as  a  part 
of  that  strengthen  training  on  emerging  risks  and 
new  products  and  for  our  precommissioned  ex¬ 
aminers. 

2)  Continue  to  implement  the  OCC’s  supervision  by 
risk  approach. 

3)  Address  employee  morale  issues  resulting  from 
rightsizing. 

4)  Improve  information  flow  to  the  field  and  to  bankers 
and  across  functions. 

5)  Continue  to  promote  expanded  powers  for  banks. 

The  focus  group  sessions  clearly  met  their  goal  of 
providing  the  Executive  Committee  with  valuable  input 
for  the  agency’s  objectives.  This  feedback  is  directly 
incorporated  into  the  1997  objectives  we  will  be  dis¬ 
cussing.  However,  the  sessions  also  resulted  in  a 
couple  of  very  important  side  benefits  as  well:  They 
enabled  each  of  us  to  broaden  our  understanding  of 
issues  and  concerns  outside  our  own  area  of  respon¬ 
sibility.  As  an  example,  I  think  all  Executive  Committee 
members  gained  a  much  better  appreciation  for  the 
impact  our  rightsizing  initiative  was  having  on 
employee  morale. 

Our  employees  have  always  been  what  makes  the  OCC 
the  great  organization  it  is.  Steve  Steinbrink  said  it  well 
at  last  year's  conference  when  he  said  our  employees 
are  the  “heart  and  soul”  of  this  organization.  We  all 
understand  intellectually  that  a  rightsizing  initiative  is 
necessary  to  match  our  staff  levels  with  the  reduced 
workload  caused  by  industry  consolidation.  But  the 
effect  that  our  rightsizing  efforts  was  having  on  our 
workforce  became  much  more  real  when  Executive 
Committee  members  heard  firsthand  from  you  what  it 
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is  like  to  sit  across  the  desk  from  some  of  your  best 
employees  and  tell  them  that  we  just  do  not  have  the 
work  to  support  their  positions  any  more. 

We  also  received  a  lot  of  positive  feedback  on  the  work 
being  done  in  the  agency  to  promote  bank  powers.  It 
was  clear  that  employees  throughout  the  agency  ap¬ 
preciated  the  hard  work  that  the  Comptroller,  Julie 
Williams  and  her  legal  staff,  Konrad  Alt  and  his  public 
affairs  staff,  and  Jim  Kamihachi  and  his  economics  staff 
were  doing  in  this  area.  And  although  this  may  sound  a 
little  corney,  it  was  also  clear  the  employees  took  quite  a 
bit  of  pride  in  reading  those  front  page  articles  announc¬ 
ing  our  various  victories  in  the  courts  and  on  the  Hill. 

The  focus  group  sessions  also  provided  us  with  valuable 
input  on  the  effectiveness  of  our  internal  communication 
processes.  A  perception  that  surfaced  in  several  of  the 
sessions  was  that  as  an  agency  we  did  not  have  a 
well-defined  direction  or  vision  for  where  we  needed  to 
go.  However,  we  all  knew  that  the  Comptroller  had  set  a 
very  clear  course  for  the  agency.  He  had  articulated  in  the 
“four  pillars”  the  areas  he  believed  we  must  focus  on.  And 
he  had  communicated  them  on  numerous  occasions  — 
at  last  year’s  conference,  in  nearly  every  speech  he  gives, 
and  at  nearly  every  OCC  meeting  he  attends.  Despite 
that,  we  found  that  many  employees  did  not  recognize  the 
pillars  as  providing  the  framework  and  direction  for  the 
OCC’s  activities.  We  hope  to  address  this  issue  as  part  of 
this  conference. 

But  let’s  get  back  to  the  1 997  Objectives.  Yesterday,  you 
received  the  draft  objectives.  That  document  outlines 
specific  actions  we  plan  to  take  to  achieve  the  objec¬ 
tives  the  Comptroller  has  described.  You  may  want  to 
refer  to  that  handout  as  I  highlight  some  of  the  objec¬ 
tives  we  will  be  focusing  on  in  1997. 

I  would  like  to  begin  with  the  Supervision  by  Risk 
objective  —  because  that  most  directly  impacts  our 
core  business  of  bank  supervision.  We  strongly  believe 
that  Supervision  by  Risk  is  the  correct  supervisory 
philosophy  for  us  to  use.  It  provides  us  the  flexibility  to 
respond  to  the  rapid  changes  occurring  in  the  banking 
industry.  And  it  insures  that  in  the  midst  of  all  these 
changes,  we  are  allocating  our  resources  to  the  areas 
in  individual  banks  and  the  industry  as  a  whole  that 
pose  the  greatest  risk.  Over  the  next  year,  we  plan  to 
build  on  the  progress  we  have  made  so  far  in  integrat¬ 
ing  this  philosophy  into  our  operations. 

As  a  part  of  this,  we  will  be  focusing  attention  on  several 
areas. 

First  we  will  be  working  to  make  sure  that  all  of  our 
banker  and  examiner  guidance  reflects  and  supports 
our  supervision  by  risk  philosophy.  And  we  will  be 


investigating  alternative  delivery  systems  for  our 
banker  and  examiner  guidance  that  take  advantage  of 
the  technology  available.  We  will  also  be  working  to 
make  sure  all  employees  are  equipped  with  an  easily 
accessible,  integrated,  and  current  reference  system 
to  support  their  supervision-related  activities. 

Our  goal  is  that  maybe  —  in  the  future  —  rather  than 
spending  your  evenings  and  weekends  trying  to  main¬ 
tain  a  hard-copy  filing  system  of  our  various  policy 
issuances,  you’ll  be  able  to  simply  log-on  to  the  Internet 
or  Intranet,  and  pull  down  the  most  current  issuances 
and  guidance  off  of  the  OCC’s  Home-Page. 

To  date,  we  have  focused  most  of  our  attention  on 
integrating  a  risk-based  philosophy  into  our  safety  and 
soundness  activities.  During  1997,  we  will  be  working 
to  integrate  the  supervision  by  risk  philosophy  into  our 
BIS,  fiduciary,  and  consumer  compliance  policies  and 
activities  as  well. 

We  will  also  be  taking  a  hard  look  at  how  we  approach 
our  community  bank  supervision  responsibilities.  In 
keeping  with  our  supervision  by  risk  philosophy,  we 
want  to  ensure  that  the  resources  we  are  allocating  to 
our  community  banks  are  commensurate  with  the  risks 
they  pose  to  the  overall  national  banking  system.  Ob¬ 
viously,  revenue  constraints  are  also  driving  us  to  find 
more  efficient  means  of  supervising  our  community 
bank  population.  But  as  we  look  toward  finding  more 
efficient  ways  to  supervise  community  banks,  I  am 
convinced  that  does  not  mean  we  provide  them  with 
poorer  quality  supervision. 

Instead  we  need  to  explore  the  efficiencies  that  can  be 
gained  by  utilizing  fewer,  but  more  experienced  ex¬ 
aminers  and  better  technology  designed  to  eliminate 
some  of  the  administrative  drudgery  that  is  currently  a 
part  of  the  community  bank  supervision  process. 

We  may  find  that  the  community  bank  exam  team  of  the 
future  will  comprise  an  OC-16,  with  an  assisting  OC-IO 
or  OC-12.  I  suspect  our  community  bankers  would 
welcome  such  an  approach.  They  would  benefit  from 
the  insight  a  more  experienced  examiner  can  provide, 
while  at  the  same  time  gain  a  significant  reduction  in 
the  burden  associated  with  our  exam  activities.  From 
our  standpoint,  such  an  approach  is  likely  to  result  in 
better-quality  supervision  at  a  lower  overall  cost.  To  get 
a  jump  start  on  this  critical  initiative,  we  have  already 
asked  Barbara  Healey,  Jimmy  Barton,  and  Dean  Mar¬ 
riott  to  oversee  a  reassessment  of  our  community  bank 
supervision  process.  And  work  on  this  particular  initia¬ 
tive  has  already  begun. 

We  will  be  looking  at  ways  to  improve  our  ability  to 
identify  and  respond  to  emerging  risks.  Scott  Calhoun. 
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in  his  new  role  as  the  OCC’s  first  risk  czar,  will  be  focused 
on  developing  better  ways  to  detect  emerging  risks  and 
devising  timely  regulatory  responses  to  those  risks. 

Finally,  we  will  also  be  thinking  about,  and  developing, 
a  strategy  for  supervising  banks  in  the  next  economic 
downturn.  I  don’t  think  any  of  us  care  to  relive  our  days 
as  the  so-called  “regulator  from  hell.”  But  I  think  we 
have  much  to  learn  from  that  experience.  Using  that 
experience,  we  need  to  explore  whether  other,  more 
effective,  approaches  exist  for  dealing  with  problem 
situations.  Our  supervision  by  risk  philosophy,  com¬ 
bined  with  a  more  experienced,  skilled  workforce 
should  enable  us  to  detect  problems  earlier.  But  now 
—  while  the  industry  is  in  good  condition  and  before 
problems  surface  —  is  the  time  to  think  about,  and 
study,  whether  there  are  better  approaches  for  dealing 
with  the  problems  when  they  do  occur. 

As  I  have  said,  we  are  confident  that  supervision  by  risk 
is  the  most  efficient  and  effective  way  of  supervising 
individual  banks  as  well  as  the  national  banking  system 
as  a  whole.  But,  it  will  not  work  in  practice,  unless  we 
develop  a  work  force  that  can  do  the  job  right.  We  need 
to  develop  and  maintain  a  staff  that  has  the  skills,  the 
experience,  and  the  knowledge  to  make  the  difficult 
judgments  that  are  at  the  very  heart  of  supervision  by 
risk.  We  need  to  create  an  organizational  structure  that 
puts  those  employees  where  they  can  do  the  most 
good.  And  we  need  to  provide  our  employees  with  the 
technological  tools  they  need  to  do  their  jobs  well  in  an 
increasingly  complex  banking  environment.  These  is¬ 
sues  are  also  addressed  in  the  1997  objectives. 

The  Executive  Committee  and  the  DMG  will  be  working 
together  closely  to  determine  the  steps  necessary  to 
move  toward  a  smaller,  more  experienced,  and  more 
skilled  workforce.  The  first  step  in  achieving  this  objec¬ 
tive  is  the  draft  Report  on  the  Staff  of  the  Future  that  you 
received  yesterday. 

The  report  outlines  a  proposed  strategy  we  can  follow 
to  develop  a  workforce  with  the  technical,  decision¬ 
making,  and  risk-taking  skills  to  keep  pace  with  the 
changes  occurring  in  the  industry.  You  will  see  in  the 
report  that  based  on  our  best  estimates  of  the  amount 
of  consolidation  that  is  likely  to  occur  —  we  need  to  take 
action  to  reduce  OCC  FTEs  by  500  by  year-end  1998, 
of  which  300  will  be  reduced  by  year-end  1997.  We 
believe  this  reduction  will  enable  us  to  get  “ahead  of 
the  curve"  and  provide  us  with  the  flexibility  to  do 
targeted  hiring  of  people  with  the  specific  expertise 
needed  to  stay  abreast  of  the  new  activities  banks  are 
getting  involved  in  We  anticipate  that  a  buyout  coupled 
with  careful  counseling  of  employees  will  enable  the 
OCC  to  achieve  the  necessary  reductions  and  still 
maintain  a  highly  skilled  workforce. 


I  know  it  is  tempting  to  get  caught  up  in  the  mechanics 
for  correcting  our  staffing  imbalances  such  as  what  the 
terms  and  timing  of  the  buyout  offer  are  likely  to  be,  but 
it  is  important  that  we  do  not  lose  sight  of  the  overriding 
goal  of  our  revised  staffing  strategy  —  having  the  right 
people  with  the  right  skills. 

The  report  also  addresses  the  need  to  provide  field 
managers  with  additional  flexibility  going  forward  in 
managing  your  staffing  numbers.  Many  of  you  sug¬ 
gested,  and  we  agree,  that  it  makes  sense  to  manage 
overstaffing  on  a  broader  geographic  basis  —  at  the 
field  office,  rather  than  at  the  duty  station  level.  The 
proposed  staffing  strategy  would  provide  district 
management  with  additional  authority  to  do  that  on  a 
cost-justified  basis. 

Other  options  to  provide  you  with  more  staffing  flexibility 
include  banding  of  OC-levels,  which  would  enable  you 
to  offset  averages  at  one  grade  level  with  shortages  at 
the  next  grade  level  either  up  or  down.  Another  option 
would  allow  you  to  convert  precommissioned  positions 
in  the  staffing  plan  to  OC-12  positions  at  a  ratio  of  1.5 
to  1 .  This  option  recognizes  that  the  experience  level  of 
our  workforce  is  increasing  daily.  It  would  be  a  first  step 
in  changing  the  composition  of  our  workforce  to  one 
that  is  more  experienced,  but  smaller. 

During  the  conference,  members  of  the  Staff  of  the 
Future  Working  Group  —  Fred  Finke,  Roy  Madsen, 
Gary  Norton,  Matt  Roberts,  Karen  Wilson,  and  Ralph 
Sharpe  —  will  meet  with  you  to  discuss  the  report  in 
more  detail.  The  working  group  has  made  tremendous 
progress  in  rethinking  our  staffing  strategy  since  the 
August  13  announcement  that  we  would  be  reassess¬ 
ing  our  overall  staffing  approach.  However,  in  reading 
the  staffing  report,  and  discussing  it  with  the  working 
group  members,  please  keep  in  mind  that  it  has  not 
been  finalized,  it  is  very  much  a  work  in  progress,  and 
several  details  remain  to  be  worked  out. 

It  is  important  to  keep  in  mind  that  buyouts  are  only 
one  component  of  ensuring  we  have  a  workforce 
made  up  of  the  right  people  and  the  right  skills  to  do 
the  job. 

You  will  see  under  the  workforce  objective  that  we  will 
also  be  evaluating  our  performance  management 
process  during  1997.  We  want  to  make  sure  that  we  are 
measuring  our  employees  against  the  right  perfor¬ 
mance  measures  and  that  those  performance  mea¬ 
sures  are  being  consistently  applied  in  determining 
performance  ratings  and  career  progression. 

We  also  want  to  do  a  better  job  of  identifying  the 
specific  knowledges  and  expertise  our  workforce  will 
need  in  the  future.  In  conjunction  with  Human  Resour- 
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ces,  the  DMG  commissioned  a  work  group,  headed  by 
Delora  Jee,  to  develop  a  process  for  doing  that. 

We  will  also  be  looking  at  improving  the  OCC’s  manage¬ 
ment  development  process,  developing  new  or  modi¬ 
fied  training  programs,  and  providing  each  employee 
with  the  information,  incentives,  and  support  systems 
necessary  to  manage  his/her  career. 

You  play  a  very  critical  role  in  our  efforts  to  reshape  our 
workforce.  You  will  be  expected  to  counsel  your 
employees  as  a  part  of  this  effort.  And  you  will  need  to 
manage  the  diversity  of  your  staff  and  recognize  that 
the  needs  of  each  employee  may  be  different.  These 
are  parts  of  a  manager’s  job  that  can  receive  short  shrift 
in  the  midst  of  dealing  with  almost  daily  crises.  But  they 
are  parts  of  the  job  that  will  have  the  greatest  impact  on 
the  success  or  failure  of  our  workforce  initiative. 

It  goes  without  saying  that  we  need  to  identify  the  best 
organizational  structure  to  support  efficient  operations 
and  full  integration  of  our  supervision  by  risk 
philosophy.  The  Executive  Committee  has  just  this  past 
week  received  the  ORT  Structure  Team’s  final  report. 
We  are  currently  scheduled  to  receive  a  briefing  and 
discuss  the  report  with  the  team  on  September  24. 1  am 
sure  that  you  have  heard  a  lot  of  rumors  about  what  the 
future  structure  of  the  OCC  may  be.  In  fact,  you  may 
have  heard  a  recent  rumor  that  we  plan  to  make  a  “big” 
announcement  regarding  structure  at  this  week’s  con¬ 
ference.  I  hate  to  disappoint  you,  but  since  we  just 
received  the  ORT  Structure  Team’s  report  and  haven’t 
even  had  the  opportunity  to  discuss  it  yet,  we  are 
obviously  not  in  the  position  to  do  that.  As  I  said,  we  will 
be  discussing  and  considering  the  structure  team’s 
findings  in  the  very  near  future. 

A  more  complex  and  consolidated  banking  industry 
means  we  must  do  our  work  better,  smarter,  and  faster.  In 
addition  to  having  the  right  people  and  right  organization¬ 
al  structure  to  do  the  job,  we  are  committed  to  providing 
you  with  the  technological  tools  necessary  to  do  your  jobs 
more  efficiently.  Steve  Cross  will  demonstrate  this  week 
the  significant  progress  that  has  been  made  on  the  Ex¬ 
aminer  View  project  —  we  plan  to  begin  testing  it  in  the 
field  over  the  next  few  months.  You  can  also  expect 
expansion  of  the  LAN  and  greater  access  to  analytical 
systems  such  as  IBIS,  ISIS,  and  MARS  during  1997. 

Equally  important  as  the  objectives  I  have  just  men¬ 
tioned  are  four  other  objectives  that  plan  to  focus  on 
during  1997.  These  include: 

(1)  Developing  better  measures  of  the  effective¬ 
ness  of  our  various  programs,  processes  and 
projects.  This  will  build  on  the  work  of  the  ORT 
and  the  Quality  Assurance  Team. 


(2)  Developing  a  process  to  better  incorporate 
the  Access  to  Financial  Services  pillar  into 
OCC  operations,  which  will  build  on  the  work 
of  the  external  relations  staff  and  the  outreach 
within  districts. 

(3)  Continuing  the  work  we  initiated  this  year  in 
electronic  banking. 

(4)  And,  probably  most  important,  improving  our 
internal  communications. 

In  establishing  our  1997  objectives,  we  have  set  an 
admittedly  aggressive  game  plan.  To  assist  us  in  ensur¬ 
ing  we  accomplish  our  gameplan,  the  Executive 
Committee  has  selected  Kevin  Bailey  from  the  Chief’s 
Office,  Steve  Cross  from  Examiner  View,  Kay  Kowitt 
from  the  WED,  Beth  Pile  from  the  NED,  Lenny  Reid  from 
IRM,  Rusty  Thompson  from  the  SWD,  and  Sue 
Thompson  from  the  MWD  to  serve  as  coordinators/ 
project  leaders  of  the  various  objectives.  They  will 
spend  the  next  year  shepherding  the  objectives  to 
completion.  As  a  first  step  in  their  new  assignments, 
they  will  be  asking  for  your  input  on  how  to  best  achieve 
the  97  objectives  during  the  breakout  sessions  later  this 
morning. 

Equally  important  to  the  objectives  I  have  just  de¬ 
scribed  is  how  we  communicate  expectations  and 
changes  throughout  the  agency.  It  is  up  to  each  of  you 
to  communicate  the  message  from  this  meeting  to  your 
employees.  We  have  included  an  article  in  your  con¬ 
ference  material  titled  “Reaching  and  Changing  Front- 
Line  Employees.  ”  This  article  indicates  that  front-line 
supervisors  —  not  senior  management  —  are  the  true 
opinion  leaders  in  an  organization.  That  is  why  it  is 
critical  that  you  talk  to  your  employees  about  the  issues 
being  discussed  at  the  conference. 

One  thing  I  think  you  —  as  opinion  leaders  —  should 
emphasize  to  your  staffs  is  the  importance  of  teamwork. 
Much  of  the  OCC’s  best  work  this  past  year  was  the 
result  of  coordinated  efforts.  Some  of  our  best  exams, 
for  example,  are  those  being  done  by  examiners  in 
concert  with  other  professionals  —  such  as  econo¬ 
mists,  accountants,  and  capital  markets  experts. 

And  some  of  our  best  policy  issuances  are  the  direct 
result  of  bringing  our  field  staff’s  expertise  and  ex¬ 
perience  to  the  policy  making  process. 

Furthermore,  our  victories  in  the  courts  to  expand  bank 
powers  and  our  efforts  to  shape  favorable  legislation 
for  the  industry  could  not  have  been  achieved  without 
the  efforts  of  an  array  of  lawyers,  policy  analysts  and 
those  who  work  with  trade  organizations,  Congress, 
and  the  public  on  a  daily  basis. 
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One  of  the  things  I  tried  to  do  since  taking  on  my  new 
responsibilities  is  to  remind  the  agency  of  the  common 
ground  that  exists  between  Washington  and  the  dis¬ 
tricts  and  urge  both  groups  to  come  together  to  achieve 
our  common  objectives.  Historically,  the  field  and 
various  Washington  divisions  have  not  had  to  focus  a 
lot  of  attention  on  coordinating  our  activities  and  work¬ 
ing  together.  However,  we  are  becoming  more  and 
more  dependent  on  each  other  to  improve  efficiency 
and  effectiveness,  and  to  respond  to  the  ever-evolving 
industry  we  supervise.  Going  forward  it  will  be  critical 
to  our  success  that  we  operate  as  a  unified  organization 
working  toward  common  goals. 

I  have  talked  about  some  of  the  initiatives  we  must  take 
to  position  the  agency  for  the  future.  We  plan  to  spend 
a  considerable  amount  of  time  during  this  conference 
getting  your  ideas  on  the  best  way  to  implement  these 
initiatives.  Before  I  close,  I  must  say  that  as  we  work 


toward  accomplishing  these  initiatives  over  the  next 
year,  it  is  important  that  we  not  lose  sight  of  our  core 
business  function  —  the  first  pillar  —  ensuring  the 
safety  and  soundness  of  the  national  banking  system. 

As  Comptroller  Ludwig  mentioned,  the  OCC  —  and 
each  of  you  individually  —  must  continue  to  do  the  fine 
job  that  you  have  been  in  identifying  potential  problems 
and  taking  the  actions  necessary  to  respond  before 
they  cause  significant  harm  to  individual  institutions  or 
to  the  industry  as  a  whole.  That  is  our  primary  job  and 
it  is  critical  that  we  continue  to  do  it  well. 

This  conference  gives  us  the  opportunity  to  think  and 
talk  about  where  this  organization  must  go  and  what  we 
—  as  its  leaders  —  must  do  to  move  it  in  that  direction. 
I  am  hopeful  that  the  next  two  days  we  spend  in  Detroit 
will  strengthen  our  resolve  to  work  together  in  order  to 
accomplish  that. 
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Remarks  by  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the 
Department  of  the  Treasury  Conference  on  electronic  money  and  banking, 
on  emerging  technology  and  the  role  of  government,  Washington,  DC, 
September  20,  1996 


As  your  luncheon  speaker  today,  I’m  the  mop-up 
pitcher  at  this  conference.  I  hope  that  you  have  found 
this  meeting  worthwhile  —  I  know  I  have.  I  want  to  take 
this  opportunity  to  thank  our  speakers  and  panelists  for 
doing  an  outstanding  job.  i  also  want  to  thank  my  own 
staff  at  the  OCC  and  staff  from  the  other  Treasury 
bureaus  who  have  also  done  an  outstanding  job  of 
taking  care  of  all  the  logistics  necessary  to  make  a 
conference  like  this  a  success. 

Now,  of  course,  the  problem  with  mopping  up  today  is 
that  earlier  speakers  have  already  hit  the  ball  out  of  the 
park.  Or  put  another  way,  I  feel  a  bit  like  the  balloon  act 
at  the  circus  after  a  bunch  of  tigers  have  already  done 
a  high  wire  act. 

On  the  other  hand,  there  is  something  to  be  said  for 
having  the  last  word.  So  let  me  take  advantage  of  that 
opportunity  by  offering  a  few  thoughts  about  what  we 
have  heard  over  the  past  day  and  a  half. 

First,  the  fundamental  value  of  a  conference  like  this  is 
that  it  gives  the  private  sector  and  the  public  a  chance 
to  pick  up  some  of  the  drum  beats  —  the  preliminary 
thinking,  if  you  will  —  of  government  policy  makers.  Of 
course  it  goes  both  ways  —  it  also  gives  us  a  chance 
to  listen  in  on  what  industry  and  consumers  are  think¬ 
ing.  This  exchange  of  information  allows  us  to  work 
together  to  develop  solutions  to  significant  issues  — 
solutions  that  do  not  involve  heavy-handed  regulation. 
Industry  and  consumers  have  the  chance  to  devise 
solutions  to  concerns  identified  by  government,  and 
government  gains  a  better  understanding  of  the  oppor¬ 
tunities  and  constraints  facing  the  private  sector  and 
the  general  public. 

Conferences  like  this  one,  plus  careful  study  of  the 
issues,  minimize  the  need  for  regulation.  They  ensure 
that,  if  regulation  does  become  necessary,  it  addresses 
the  issues  involved  without  unduly  burdening  the 
market. 

Second,  a  number  of  themes  began  to  emerge  in 
virtually  all  the  presentations  we  have  heard  over  the 
past  two  days.  Perhaps  the  most  significant  is  the 
importance  of  trust.  The  new  marketplace  offers  busi¬ 
nesses  new  opportunities  for  increased  efficiencies, 
larger  markets  and  greater  profits,  and  offers  con¬ 
sumers  greater  convenience  and  access  to  new 
products  and  services.  At  the  same  time,  how  useful 


this  marketplace  becomes  depends  on  how  much  con¬ 
fidence  participants  —  particularly  consumers  —  have 
in  its  dependability  and  integrity.  We  heard  different 
views  on  what  is  required  to  develop  this  trust  — 
assurances  of  privacy,  clear  statements  of  liability  if 
systems  fail,  elimination  of  fraud,  the  need  for  some 
form  of  disclosure.  But  everyone  agreed  trust  is  the  key 
to  developing  a  robust  E-money  system. 

It  was  also  interesting  to  me  to  see  the  wide  range  of 
opinions  about  how  quickly  electronic  money  will 
develop.  I  think  the  consensus  at  the  conference  is  that 
the  market  is  developing  rapidly,  although  opinions 
differ  —  sometimes  dramatically  —  on  what  may 
reasonably  be  expected  in  the  near  term.  But  while 
there  is  disagreement  on  the  precise  pace  of  change, 
there  is  clear  agreement  on  the  need  to  plan  for  and 
develop  risk  management  systems  for  e-money  sys¬ 
tems.  And  there  is  also  agreement  that  rapid  and  con¬ 
tinuing  changes  in  technology  wili  make  this  planning 
all  the  more  difficult. 

Equally  important,  throughout  the  conference,  it  has  be¬ 
come  clear  that  there  is  an  international  dimension  to 
virtually  all  the  major  issues  discussed  at  this  conference. 
For  example,  in  one  of  the  discussions,  a  panelist  pointed 
out  that  one  possible  solution  to  the  potential  misuse  of 
smart  cards  to  facilitate  financial  crimes  would  be  to 
establish  limits  on  how  much  value  could  be  stored  on  a 
card.  But  that  would  only  work,  the  panelist  said,  if  these 
load  limits  are  the  same  in  all  countries. 

Thinking  about  these  themes,  I  am  coming  to  the  view 
that  certain  attributes  are  essential  to  an  orderly  market 
for  electronic  money  and  banking.  Let  me  mention 
some  of  the  most  important. 

Transactions  should  be  enforceable  and  reliable. 
Many  basic  legal  questions  concerning  electronic 
commerce  remain  to  be  resolved,  and  the  resolution 
of  these  issues  is  essential  to  building  confidence  in 
electronic  money  transactions.  These  questions  are 
compounded  by  the  borderless  nature  of  electronic 
commerce.  It  is  unclear  what  laws  apply  in  many 
transactions,  or  what  courts  have  jurisdiction  to 
resolve  disputes.  In  individual  cases,  it  may  be  pos¬ 
sible  to  settle  some  differences  through  contractual 
arrangements.  But  the  market  may  not  develop  as 
quickly  if  transactions  continue  to  be  governed  solely 
by  contractual  agreements. 
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The  market  should  be  largely  free  of  fraud.  The  market 
should  facilitate  efforts  to  enforce  laws  against  financial 
crimes  and  unsafe  and  unsound  practices.  At  the  same 
time,  the  concerns  of  law  enforcement  must  be 
balanced  against  consumer  privacy  concerns. 

Consumers  must  have  reasonable  protection  from 
abuse  of  privacy.  New  technology  facilitates  the  ac¬ 
cumulation  and  manipulation  of  vast  quantities  of  per¬ 
sonal  information.  This  has  already  led  to  rising  public 
concern  about  who  has  access  to  that  information  and 
how  it  is  used.  In  addition,  foreign  governments  already 
are  imposing  their  own  privacy  standards.  To  accom¬ 
modate  a  truly  functional  international  market  will  re¬ 
quire  attention  to  the  privacy  concerns  of  our  citizens. 

Consumers  must  have  adequate  Information  to  make 
informed  choices.  They  need  adequate  information 
about  the  payment  systems  they  are  using,  as  well  as 
the  products  they  are  buying. 

Consumers  need  to  understand  the  risks  involved  with 
using  electronic  money  and  banking  products  and 
conducting  commerce  over  the  Internet. 

Development  of  new  electronic  forms  of  payments  must 
not  get  in  the  way  of  broad  consumer  access  to  finan¬ 
cial  services.  As  the  payments  system  evolves,  we 
must  make  certain  its  evolution  does  not  impede  ac¬ 
cess  to  financial  services  for  people  who  currently  have 
such  access.  In  addition,  these  new  forms  of  payment 
services  offer  opportunities  to  serve  those  who  are  now 
unserved  by  the  financial  services  system.  It  is  in  all  our 
interests  —  public  and  private  —  to  take  full  advantage 
of  these  opportunities. 

Now,  as  to  the  role  of  government  in  facilitating  a 
vigorous  market  that  has  these  attributes,  my  own  view 
is  that  we  in  government  must  be  guided  by  three 
principles: 

•  First,  we  should  work  with  the  private  sector 
and  the  public  wherever  possible.  Electronic 
money  and  electronic  payments  are  evolving 
so  rapidly  that  government  cannot  possibly 
develop  and  retain  all  the  expertise  necessary 
to  accomplish  any  of  its  objectives  without  the 
support  and  cooperation  of  industry. 

•  Second,  we  should  avoid  premature  regula¬ 
tion  We  recognize  the  dangers  of  involving 
government  too  early  in  such  a  rapidly  evolving 
area  and  do  not  want  to  chill  or  unduly  influence 
the  market  by  encumbering  it  with  regulation 
that  may  quickly  become  outmoded,  inap¬ 
propriate,  or  detrimental 


•  Third,  we  should  be  prepared  to  take  action 
when  action  is  required.  While  we  are  mindful 
of  the  dangers  of  acting  prematurely,  waiting 
too  long  to  address  problems  also  will  impede 
the  full  development  of  this  promising  market. 

That  brings  me  to  the  next  steps  Secretary  Rubin  men¬ 
tioned  in  his  speech  yesterday  morning.  The  study 
sponsored  by  the  G-7  will,  for  the  first  time,  bring 
together  central  bankers,  bank  regulators,  finance  min¬ 
istries,  and  law  enforcement  authorities  from  each  of 
the  G-10  countries  to  address  electronic  money  and 
banking  issues  from  an  international  perspective.  They 
will  build  on  the  work  of  other  international  groups  that 
have  already  begun  to  study  these  important  issues. 
And  they  will  identify  gaps  —  areas  where  international 
cooperation  is  needed  but  where  no  action  or  study  has 
yet  begun.  This  is  important  because  electronic  money 
is  truly  an  international  phenomenon.  The  simple  fact  is 
that  we  cannot  afford  to  have  these  new  beneficial 
technologies  disrupted  by  international  pirates.  And,  as 
I  said  a  moment  ago,  countries  must  find  ways  to 
cooperate  to  provide  greater  security  and  certainty  to 
participants  in  electronic  money  and  electronic  com¬ 
merce  systems. 

The  Consumer  Electronic  Money  Task  Force  is  also  a 
critical  next  step.  This  Task  Force  will  bring  together 
relevant  federal  governmental  policy  makers  —  the 
Treasury  Department,  the  Federal  Reserve,  the  FDIC, 
and  the  Federal  Trade  Commission  —  to  address  in 
detail  many  of  the  consumer  issues  raised  at  this  con¬ 
ference.  Issues  such  as  how  to  ensure  appropriate 
disclosure  of  the  characteristics  and  risks  of  E-money 
products,  and  how  to  avoid  its  evil  twin,  consumer 
confusion  .  .  .  how  to  protect  consumers  against  fraud 
.  .  .  how  to  promote  broad  access  to  new  products  and 
technologies  .  .  .  and  who  should  bear  the  liability 
when  transactions  go  wrong.  We  will  meet  within  the 
next  several  weeks  to  begin  a  full  examination  of  these 
and  other  questions.  And  let  me  assure  you  we  have  no 
intention  of  working  in  a  vacuum  —  we  must  and  will 
depend  heavily  on  input  from  industry  and  consumers 
as  we  tackle  these  issues. 

Let  me  conclude  by  saying  this  has  been  an  exciting 
conference  for  me,  not  just  because  we  have  had 
first-class  speakers  but  because  this  is  an  exciting 
subject.  Electronic  money  and  banking  are  more  than 
important  changes  in  the  way  financial  services  are 
delivered.  They  are  nothing  less  than  a  revolution  in 
financial  services  that  holds  great  promise  for 
Americans  and  for  people  around  the  world .  It  holds  the 
promise  of  new  products  and  new  markets  for 
providers,  and  greater  convenience  and  access  to 
financial  services  for  all  consumers.  It  is  the  possibility 
of  making  this  promise  a  reality  while  at  the  same 
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time  avoiding  the  pitfalls  —  that  makes  the  issues 
surrounding  electronic  money  not  only  timely  but  excit¬ 
ing. 


ment  of  electronic  money  and  banking  products.  Our 
private  sector  and  our  markets  have  the  capability  of 
this  leadership.  It  is  therefore  incumbent  upon  those  of 
us  in  government  to  work  with  the  private  sector  to 
As  we  move  into  the  information  age  of  the  21  st  century,  achieve  this  promise.  That  is  what  we  intend  to  do. 

our  nation  can  and  should  be  a  leader  in  the  develop- 
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Remarks  by  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the 
Consumer  Bankers  Association,  on  access  to  financial  services,  Chicago, 
Illinois,  September  30,  1996 


This  afternoon,  I  would  like  to  frame  my  remarks  around 
some  intriguing  possibilities  —  possibilities  that  should 
challenge  the  banking  industry  to  explore  what  it  can 
bring  to  the  task  of  providing  financial  services  to  more 
American  families  .  .  .  possibilities  that  force  us  to  think 
about  what  banking,  the  country,  and  the  economy 
have  to  gain  if  we  can  find  solutions  to  the  challenge  of 
serving  a  virtually  unexplored  and  untapped  financial 
frontier. 

But  before  I  speak  to  you  as  bankers,  I  want  to  speak 
to  you  as  Americans. 

Henry  David  Thoreau  once  wrote  that  frontiers  are  not 
east  or  west,  north  or  south,  but  wherever  a  person 
fronts  a  fact.  Here  are  some  of  the  facts  we  all  front. 

Today,  12  million  American  households  do  not  have 
deposit  accounts  with  a  financial  institution.  That  is  fully 
1 2.5  percent  of  our  citizens  who  are  not  fully  integrated 
into  the  financial  services  marketplace  —  more  than  the 
combined  populations  of  Chicago,  New  York,  San 
Diego,  and  Dallas. 

We  do  not  know  nearly  as  much  as  we  should  about 
these  people.  We  do  not  fully  understand  their  financial 
needs.  We  do  not  fully  understand  how  they  meet  those 
needs,  although  we  know  they  do  not  participate  in  the 
financial  system  as  fully  as  the  mainstream  population. 
And  although  lots  of  people  from  a  lot  of  different 
perspectives  are  quick  to  speculate,  we  do  not  really 
know  much  about  why  they  choose  not  to  participate  in 
the  banking  system. 

But  we  do  know  that  full  participation  in  the  financial 
system  brings  very  real  benefits  to  households  in  the 
economic  mainstream.  Walking  around  with  a  wallet 
full  of  cash  is  more  dangerous,  physically  and  finan¬ 
cially,  than  walking  around  with  a  checkbook  or  a 
credit  card.  Cashing  a  check  with  a  check  cashing 
service  characteristically  costs  a  lot  more  than  cash¬ 
ing  one  with  a  bank.  Your  chances  of  accumulating 
wealth  and  building  a  bridge  to  an  economically 
secure  future  seem  pretty  clearly  better  if  the  place 
you  keep  your  surplus  resources  is  a  savings  account 
or  a  mutual  fund,  rather  than  a  cookie  jar  or  the 
underside  of  a  mattress. 

These  things  seem  clear  to  me  I  suspect  they  seem 
clear  to  most  of  us  But,  at  least  to  judge  from  the 


choices  they  make  in  the  marketplace,  12.5  million 
American  households  do  not  find  them  so  clear. 

Why  they  do  not  is  an  important  question  that  demands 
a  thoughtful  hearing.  It  is  also  a  question  whose  answer 
may  open  the  doors  to  greater  opportunities  for  finan¬ 
cial  services  providers  both  smart  enough  to  find  ways 
to  gain  new  competitive  advantages  and  determined 
enough  to  forge  relationships  with  different  types  of 
customers. 

Stereotypes  cannot  help  us  understand  who  comprises 
these  12  million  households.  They  encompass  many 
faces  and  many  facets  of  today’s  America.  They  are 
minority  families,  one-third  of  whom  do  not  use  check¬ 
ing  accounts.  They  are  young  Americans.  One  out  of 
every  six  Generation  Xers  doesn’t  use  checking  or 
savings  accounts  and  didn’t  grow  up  with  the  same 
affinity  toward  the  institution  of  banking  as  the  Baby 
Boomers.  They  include  new  and  small  entrepreneurs. 
Eleven  percent  of  businesses  with  assets  under 
$25,000  do  not  pay  their  suppliers  or  employees  with 
bank  checks.  They  include  the  working  poor.  Sixteen 
percent  of  American  families  earning  between  $10,000 
and  $25,000  turn  to  sources  other  than  banks  to  cash 
their  paychecks  —  and  rarely  get  the  type  of  financial 
advice  that  could  enable  them  to  manage  their  money 
better. 

These  are  dramatic  numbers,  but  they  get  even  more 
dramatic  in  the  context  of  some  additional  projections. 
By  the  year  2010,  one-third  of  the  U.S.  population  will 
be  minority.  In  15  years,  minorities  will  represent  half  of 
the  population  of  our  nation’s  largest  state.  Many  of  the 
fastest  growing  metropolitan  areas  are  in  California, 
Texas,  and  Florida  —  states  with  high  percentages  of 
Hispanic  households  and  other  minorities.  Also,  con¬ 
sider  that  the  average  size  of  firms  is  getting  smaller, 
with  companies  between  20  and  500  employees  the 
fastest  growing  segment  of  American  business.  These 
—  along  with  the  growing  legion  of  consultants  and 
temporary  employees  —  are  exactly  the  kinds  of  firms 
and  individuals  that  one  might  think  would  value 
relationship  banking  and  could  benefit  from  bank  as¬ 
sistance  to  establish  credibility  in  other  financial 
markets. 

And  here  is  another  fact  to  bear  in  mind.  By  the  year 
2010,  the  segment  of  the  population  that  has  lived  in 
the  wake  of  the  heralded  Baby  Boom  generation  will 
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finally  find  that  their  influence  on  markets  equals  that  of 
their  aging  counterparts.  How  those  newly  powerful 
consumers  vote  with  their  feet  will  determine  the  fate  of 
many  American  businesses.  But  listen  to  what  many  of 
them  are  saying  already.  They  are  saying  they  do  not  fit 
our  standard  stereotype  of  America’s  young.  In  contrast 
to  their  image,  young  age  groups  are  seriously  thinking 
about  their  retirement  years,  and  —  according  to  a  recent 
survey  —  69  percent  of  those  in  their  20s  “wanted  help 
choosing  investments  to  fund  their  retirement.” 

What  kind  of  country  and  economy  could  we  have  — 
today  and  in  the  future  —  if  these  12  million  American 
households  were  better  served  by  the  country’s  finan¬ 
cial  services  industry? 

We  could  have  an  economy  in  which  12  million  more 
households  had  better  opportunities  and  did  a  better 
job  of  accumulating  wealth  through  more  disciplined 
savings  and  more  strategic  investing  —  wealth  that 
could  mean  the  difference  between  renting  or  owning 
a  home  .  .  .  wealth  that  could  mean  the  difference  be¬ 
tween  sending  a  teenage  son  or  daughter  out  into  the 
workforce  or  off  to  college  .  .  .  wealth  that  could  mean 
the  difference  between  retirement  years  spent  blissfully 
or  tragically. 

We  could  have  an  economy  in  which  those  who  now 
spend  more  than  they  should  have  to  just  to  cash  a 
paycheck  could  stretch  their  hard-earned  dollars  just  a 
little  farther.  In  our  toughest  urban  neighborhoods,  the 
streets  could  be  just  a  little  safer  if  residents  carried 
fewer  of  their  assets  on  their  persons  and  kept  more  of 
them  in  depositories.  And  our  small  business  sector 
could  be  a  bit  more  vital  if  the  smallest  businesspersons 
could  tap  better  capital  and  counsel  to  help  realize  their 
dreams  of  expansion  and  growth. 

These  are  not  pipe  dreams.  They  are  very  real  pos¬ 
sibilities  —  but  possibilities  that  can  only  be  realized  by 
making  the  pursuit  of  solutions  a  priority.  Secretary 
Rubin  has  long  advocated  the  importance  of  equipping 
today’s  financially  underserved  and  unserved  for  the 
economic  mainstream.  As  the  Secretary  said  in  Los 
Angeles  earlier  this  year,  “.  .  .  unless  we  succeed  in  that 
endeavor,  all  of  us  —  no  matter  where  we  live  or  what 
our  incomes  —  will  be  powerfully  affected,  in  lost  poten¬ 
tial  for  our  economy  and  in  a  worsening  of  the  condi¬ 
tions  in  which  we  live.” 

Deputy  Secretary  Summers  and  Under  Secretary 
Hawke  have  also  been  strong  leaders  on  these  issues. 
Under  Secretary  Hawke  currently  heads  the  Treasury’s 
Electronic  Funds  Transfer  working  group,  which  is 
responsible  for  implementing  new  legislation  requiring 
that  all  federal  payments  —  everything  from  federal 


wages  and  retirement  payments  to  social  security  and 
veterans  benefits  —  be  made  by  electronic  transfer 
after  January  1,  1999.  Clearly,  how  this  law  is  imple¬ 
mented  could  significantly  change  the  way  in  which 
many  of  the  12  million  households  I  have  described 
interact  with  the  existing  financial  system. 

Let  me  now  speak  to  you  as  bankers. 

The  increasing  importance  and  success  of  the  Con¬ 
sumers  Bankers  Association  reflects  the  fact  that  the 
business  of  banking  is  increasingly  consumer  focused 
and  increasingly  successful  in  serving  the  needs  of  mid¬ 
dle-class  American  consumers.  In  response  to  the 
realities  of  an  evolving  financial  services  marketplace, 
America’s  commercial  banks  are  becoming  increasingly 
central  to  the  financial  needs  of  American  families.  To  an 
unprecedented  and  still  growing  extent,  our  commercial 
banks  are  playing  enhanced  roles  as  providers  of  home 
mortgages,  mutual  funds,  credit  cards  and  insurance 
products.  As  a  result,  today — for  the  first  time  in  American 
history  —  consumer  loans  outpace  commercial  loans  as 
a  source  of  business  for  commercial  banks,  with  con¬ 
sumer  loans  accounting  for  27  percent  of  bank  assets 
compared  to  25  percent  for  commercial  loans. 

The  largest  and  fastest  growing  area  of  consumer 
lending  is  in  loans  secured  by  residential  real  estate,  a 
segment  of  bank  business  that  has  more  than  doubled 
since  1986.  Mutual  fund  sales  have  also  grown  rapidly, 
with  the  volume  of  mutual  funds  sold  through  banks 
more  than  quadrupling  from  1990  through  the  end  of 
last  year,  up  from  $86  billion  to  nearly  $400  billion.  As 
you  are  well  aware,  the  OCC  has  worked  closely  with 
the  industry  and  consumer  leaders  in  a  way  that  has 
both  facilitated  that  growth  and  protected  consumers. 

Banks  are  also  beginning  to  serve  middle-class  con¬ 
sumers  in  new  ways.  Although  credit  card  loans  ac¬ 
count  for  less  than  5  percent  of  total  commercial  bank 
assets,  the  growth  has  been  dramatic  over  the  last  three 
years.  And  again,  the  OCC  is  working  with  industry  and 
consumer  group  leaders  to  ensure  that  this  market 
develops  responsibly  and  functions  with  the  con¬ 
sumer’s  interest  in  mind.  Last  week,  we  issued  an 
advisory  letter  on  preapproved  credit  card  solicitations, 
reminding  national  banks  of  the  risks  of  some  of  these 
programs  and  identifying  specific  steps  to  address 
possible  weaknesses  in  credit  card  portfolios.  And 
banks  are  beginning  to  provide  their  customers  with 
more  insurance  products.  Today,  one  out  of  five 
Americans  has  purchased  life  insurance  from  a  bank, 
and  that  number  will  only  grow  in  the  years  to  come. 
The  OCC  has  been  working  closely  with  the  CBA  and 
other  bank  trade  groups  to  ensure  that  the  expansion 
of  the  banking  business  into  these  areas  goes  smoothly 
for  banks  and  consumers  alike. 
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Home  mortgages,  mutual  funds,  credit  cards,  life  in¬ 
surance  —  bank  entry  into  these  markets  has  given 
middle-class  consumers  the  benefits  of  a  more 
competitive  financial  services  marketplace  and  has 
challenged  the  banking  industry  to  be  more  customer- 
focused  and  consumer-sensitive. 

Competition  and  industry  focus  have  given  thousands 
of  mainstream  consumers  greater  options,  lower 
prices,  and  better  services  —  and,  not  coincidentally, 
helped  fuel  record  profits  for  the  nation’s  banks.  In  all 
of  these  areas  —  mortgage  lending,  credit  card  lend¬ 
ing,  insurance  sales,  mutual  fund  sales  —  the  banking 
industry  has  in  recent  years  made  a  convincing  show 
of  its  ability  to  develop  and  apply  new  competitive  skills 
to  new  market  areas. 

But  what  about  those  12  million  households?  Is  it  pos¬ 
sible  today  that  some  of  the  new  competitive  skills  the 
industry  has  gained  in  these  product  markets  could  be 
applied  to  accomplish  greater,  profitable  involvement 
in  a  new  demographic  market?  Is  it  possible  that  new 
innovations  in  product  design  or  delivery,  or  new  tech¬ 
nologies,  could  enable  the  banking  industry  today  to 
extend  the  reach  of  its  service  profitably  beyond  the 
middle  class  of  consumers  and  into  the  unserved  por¬ 
tion  of  the  consumer  marketplace? 

Is  it  possible?  I  don't  know.  It’s  an  important  question 
—  a  question  worthy  of  serious  discussion,  both  as  a 
policy  matter  and  as  a  business  proposition.  But  I  don’t 
have  all  the  answers. 

Clearly,  there  are  a  number  of  reasons  why  banking  has 
not  fully  addressed  the  needs  of  this  market  segment 
before.  First,  we  regulators  and  other  government 
policymakers  have  too  often  been  part  of  the  problem, 
discouraging  —  not  encouraging  —  innovation.  For  ex¬ 
ample,  at  the  end  of  the  last  century  we  essentially 
prohibited  commercial  banks  from  making  home  mort¬ 
gage  loans.  In  the  1920s  our  examiners  viewed  auto 
loans  as  a  basically  unsound  business.  Moreover, 
banks  have  been  so  restricted  by  laws  and  regulations 
in  the  products  and  services  they  could  offer  for  so 
long  that  I  believe  the  innovative  spirit  of  banking  had 
been  stifled. 

Second,  the  underserved  and  unserved  market 
itself  is  different  today  than  it  was  even  25  years 
ago  and  it  continues  to  evolve  so  that  new  under¬ 
standing  and  new  approaches  are  continually 
needed 

Arid  third,  the  cost  structure  of  retail  banking  is  such 
that  it  often  stands  as  a  barrier  to  investments  in  tradi¬ 
tional  brick  and  mortar  delivery  channels. 


As  I  said  a  minute  ago,  I  don’t  come  here  today  with  all 
the  answers.  But  even  without  the  answers,  I  can  bring 
more  than  questions  to  the  table. 

So  let  me  close  with  two  concrete  actions  we  are  taking 
at  the  OCC  to  explore  the  possibilities,  seek  market- 
based  solutions,  and  provide  incentives  for  banks  to 
forge  relationships  with  those  who  are  outside  the  finan¬ 
cial  service  industry’s  current  reach. 

First,  we  will  convene  an  educational  forum  to  seek 
ways  of  using  new  technologies  and  other  new  ap¬ 
proaches  to  serve  those  without  banking  relationships. 
We  will  seek  input  from  a  variety  of  sources,  including 
financial  services  industry  management;  developers, 
manufacturers,  and  vendors  of  new  technologies;  so¬ 
cial  scientists;  and  consumer  representatives  —  all 
focusing  on  the  question  of  what  seems  to  work  and 
what  seems  not  to  work  in  efforts  to  extend  the 
mainstream  market  for  financial  services  to  those  cur¬ 
rently  outside  that  market.  This  one-day  forum,  which 
will  be  held  this  coming  winter,  will  highlight  a  number 
of  key  topics  that  require  greater  attention.  I  am  pleased 
to  say  that  the  Consumer  Bankers  Association  has 
agreed  to  co-sponsor  this  event. 

My  hope  is  that  in  the  course  of  that  discussion,  we  can 
get  a  better  understanding  of  some  of  the  aspects  of 
this  challenge  that  seem  to  get  less  attention  than  they 
probably  deserve,  such  as  the  effects  of  culture  and 
language  differences.  A  member  of  my  staff  recently 
pointed  out  to  me  that  in  many  immigrant  communities, 
one  of  the  key  virtues  of  a  financial  institution  may  be 
its  ability  to  reliably  transfer  funds  to  family  members  in 
an  immigrant’s  native  country.  Simple  facts  like  that  may 
provide  insights  into  appropriate  product  and  service 
design:  perhaps  the  provision  of  fund  transfer  services 
to  immigrant  populations  could  prove  an  effective  point 
of  entry  into  a  more  robust  relationship  with  a  financial 
institution. 

We  may  also  find  that  some  of  the  conventional  notions 
about  why  certain  populations  do  not  use  banking 
services  may  be  no  more  than  notions.  For  example,  I 
have  often  heard  it  said  that  those  who  do  not  now  use 
banks  have  a  cultural  aversion  toward  the  institution  of 
banking,  or  are  uncomfortable  with  technology,  or  are 
unable  to  manage  bank  services  without  extensive 
training.  In  fact,  it  is  not  at  all  clear  how  many  of  these 
notions  are  true.  When  asked,  many  of  those  without 
checking  accounts  say  the  real  reasons  are  just  simple 
economics  —  initial  or  minimum  balance  requirements 
they  just  cannot  afford.  By  deepening  our  under¬ 
standing  of  this  population,  we  can  refine  our  judg¬ 
ments  about  whether  and  how  it  is  possible  to  bring  it 
into  the  mainstream  of  financial  consumers. 
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I  also  hope  and  expect  we  will  discuss  the  role  technol¬ 
ogy  might  play  in  reaching  out  to  these  12  million 
households.  As  technology  lowers  unit  costs,  it  may 
become  feasible  to  provide  certain  services  at  sig¬ 
nificantly  lower  cost  than  ever  before.  Perhaps  in  con¬ 
junction  with  product  design  innovations,  price 
reductions  flowing  from  technological  innovations  may 
enable  the  extension  of  the  financial  service 
marketplace  to  many  low-income  households. 

These  are  just  a  few  of  the  topics  we  need  to  explore. 
My  hope  is  that  the  OCC  might  assist  that  exploration 
by  stimulating  discussion,  collecting  information,  shar¬ 
ing  it  with  the  industry  and  enabling  banks  to  conduct 
their  own  —  more  targeted  —  research  to  design 
products  and  delivery  methods  most  appropriate  to  the 
emerging  markets  and  niches  they  wish  to  reach. 

In  addition  to  providing  a  forum  for  extensive  dialogue 
on  the  challenges  of  the  underserved  and  unserved, 
the  second  concrete  action  we  are  taking  is  to  make  it 
easier  and  less  costly  for  banks  to  do  business  in  these 
communities.  Because  while  research  and  analysis  is 
important,  there’s  no  substitute  for  relationships  and 
understanding  built  on  face-to-face,  direct  contact  with 
existing  and  potential  customers. 

So  today  I  am  announcing  a  policy  change  that  will 
encourage  national  banks  to  locate  in  underserved 
communities.  The  OCC  is  waiving  fees  for  applications 
for  new  charters  and  branches  in  low-  and  moderate- 
income  census  tracts  not  currently  served  by  a 
depository  institution.  This  is  a  small  step,  not  a  big  one. 
Of  course  we  hope  it  will  have  positive  effects,  but  I  do 
not  delude  myself  with  the  thought  that  the  elimination 
of  some  fairly  minor  fees  will  eliminate  access  to  finan¬ 
cial  services  problems  in  the  inner  city.  But  what  I  want 


you  and  everybody  else  to  see  is  this:  I  believe  there  is 
an  important  chunk  of  our  society  that  could  benefit 
from  greater  interaction  with  your  industry,  and  I  am 
committed  to  the  notion  that  the  OCC  should  not  put 
barriers  in  the  way  of  that  interaction. 

For  banks  today,  success  is  not  simply  a  question  of 
gaining  new  powers  —  it  is  a  matter  of  gaining  new 
insights,  new  products,  and  new  capabilities  to  take 
advantage  of  both  emerging  market  opportunities  and 
previously  untapped  markets.  And  for  banking  today, 
success  in  the  retail  area  is  not  simply  a  question  of 
serving  part  of  its  potential  market  but  reaching  out  for 
underserved  or  unserved  customers  and  turning  them 
into  profitable  or  more  profitable  relationships. 

The  country’s  banking  industry  must  develop  relation¬ 
ships  now  with  the  fastest  growing  segments  of  our 
population  if  it  is  to  occupy  the  same  place  and  fulfill 
the  same  role  in  the  21st  century  as  it  has  for  much  of 
this  century  —  center  stage  in  financial  services  and 
the  driving  force  for  economic  advancement.  Yes,  there 
are  other  providers  of  financial  services  today  —  there 
long  have  been  and  there  always  will  be.  But  I  still 
believe  that  banks  offer  the  best  opportunities  for  the 
greatest  number  of  this  nation’s  individuals  and 
enterprises. 

Banks  have  helped  generations  of  American  families 
and  communities  achieve  their  dreams,  providing  them 
the  means  to  get  a  start  in  life  or  to  reach  the  next  rung 
on  the  ladder  of  economic  progress.  It  is  time  now  to 
focus  on  serving  America’s  next  generations  and 
tomorrow’s  consumers.  I  am  confident  that,  working 
with  those  of  you  who  feel  the  same  way,  the  banking 
industry  can  explore  the  many  possibilities,  and  make 
the  possible  achievable. 
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Laws 


12  USC  24(7) .  734,  735,  737,  742 

12  USC  24(7)2G .  738 

12  USC  24(7)14 .  73! 

12  USC  24(7)21  .  741 

12  USC  24(7)23C .  732 

12  USC  84D2H .  736 

12  USC  92 .  739 

12  USC  192 .  733 

12  USC  37 1C .  730 

12  USC  1 831  a(d) .  742 

12  USC  2901  .  709(Rev.),  726,  727, 

728,  729 

12  USC  3101 A .  733 

Regulations 

12CFR2 .  740 

12  CFR  9.18 .  734 

Subject 

Community  Reinvestment  Act  consideration  for  investment  in  community  development 

bank .  709(Rev.) 

CRA  consideration  for  support  of  small  business  lending  programs . 726 

CRA  consideration  for  purchase  of  financial  instruments  offered  by  nonprofit 

community  development  lender . 727 

CRA  consideration  for  the  Financial  Management  Service’s  Direct  Deposit  Too 

program  .  728 

Geocoding  of  loans  to  customers  with  no  street  address,  for  CRA  purposes . 729 

Clarification  of  interaffiliate  lending  restrictions .  730 

Authorization  to  enter  into  contract  with  public  authority  to  operate  electronic  toll 

collection  system .  731 

Acquisition  of  minority  interest  in  company  that  offers  electronic  interchange 

services .  732 

Enforceability  of  netting  and  collateral  agreements  with  federal  branches  and 

agencies .  733 

Collective  investment  of  tax-exempt  employee  retirement  and  pension  plans . 734 

Establishment  of  operating  subsidiary .  735 

Sale  of  loan  participation  to  nonbank .  736 

Acquisition  of  minority  interest  in  limited  liability  company  providing  stored  value 

systems  .  737 

Syndicated  credit  transaction .  738 

Establishment  of  operating  subsidiary  to  engage  in  insurance  agency  activities . 739 

Bonus  and  incentive  plans  for  employees  who  sell  credit  life  insurance .  740 

Acquisition  by  a  state  bank  of  majority  interest  in  a  corporation .  741 

Provision  of  home  banking  services  and  Internet  access .  742 
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709  (revised)  —  July  1996 


Dear  Sir/Madam: 

This  letter  replaces  our  letter  dated  February  21,  1996, 
which  responded  to  your  request  for  clarification  about 
the  extent  to  which  an  institution  that  invests  in  a  Com¬ 
munity  Development  Bank  (CDB)  may  obtain  positive 
consideration  under  the  lending  test  portion  of  the 
Community  Reinvestment  Act  (CRA)  regulations  pub¬ 
lished  May  4,  1995.  See  60  Fed.  Reg.  22,156  (May  4, 
1995).  Staff  from  all  four  of  the  financial  institution 
regulatory  agencies  have  reconsidered  the  issues  you 
raised,  and  ihey  concur  in  the  opinions  expressed  in 
this  letter.1  As  discussed  below,  an  institution  that  in¬ 
vests  in  a  CDB  may  obtain  favorable  consideration 
under  the  regulation’s  investment  test,  or  it  may  choose 
to  have  a  portion  of  its  investment  evaluated  under  the 
lending  test  and  the  remainder  evaluated  under  the 
investment  test.2 

The  CRA  was  designed  to  encourage  institutions  to 
help  meet  the  credit  needs  of  their  entire  communities, 
including  low-  and  moderate-income  areas,  consistent 
with  safe  and  sound  lending  practices.  The  new  regu¬ 
lations  set  out  a  number  of  different  tests  for  examiners 
to  use  in  evaluating  CRA  performance,  depending  on 
the  type  of  activity  and  the  size  and  type  of  institution. 
Your  letter  focuses  on  whether  institutions’  investments 
in  the  CDB  will  receive  positive  consideration  under  the 
lending  and  investment  tests.  Our  response,  therefore, 
addresses  consideration  under  the  lending  and  invest¬ 
ment  tests,  which  are  applicable  primarily  to  large 
institutions. 

The  lending  test  evaluates  an  institution’s  lending  ac¬ 
tivities  by  considering  the  institution’s  purchase  or  origi¬ 
nation  of  home  mortgage,  small  business,  small  farm, 
community  development,  and,  in  some  instances,  con¬ 
sumer  loans.  Among  the  performance  criteria  consid¬ 
ered  in  the  lending  test  is  an  institution’s  community 
development  lending,  including  the  number  and 
amount  of  community  development  loans  and  their 


1This  letter  supersedes  the  February  21,  1996,  letter  in  its  entirety. 
Because  this  letter  replaces  the  previous  letter,  we  have  substantially 
reiterated  herein  the  portions  of  the  previous  letter  that  remain  valid 
(with  some  minor  edits  for  clarity).  This  letter  contains  a  revised 
formula  for  determining  the  amount  of  community  development  loans 
made  by  a  CDB  in  which  a  financial  institution  has  invested  for  which 
the  institution  may  receive  consideration  under  the  lending  test. 

2This  letter  addresses  only  CRA  consideration  for  an  investment  in  a 
CDB.  It  assumes  that  such  an  investment  is  legally  authorized; 
however,  it  does  not  authorize  such  an  investment.  In  a  separate  letter 
dated  February  1 ,  1996,  the  OCC  approved  a  national  bank's  invest¬ 
ment  in  the  CDB  as  a  community  development  investment  under  12 
USC  24  (eleventh)  and  12  CFR  24. 


complexity  and  innovativeness.  See  12  CFR 
25.22(b)(4),  228.22(b)(4),  345.22(b)(4),  and 
563e. 22(b)(4).  A  “community  development  loan”  must 
have  community  development  as  its  primary  purpose 
and,  except  in  the  case  of  wholesale  or  limited  purpose 
banks,  must  benefit  the  institution's  assessment  area(s) 
or  a  broader  statewide  or  regional  area  that  includes 
the  institution’s  assessment  area(s).  See  12  CFR 
25.12(i)(1)  &  (2)(ii),  228.12(0(1)  &  (2)(ii),  345.12(0(1)  & 
(2)(ii),  and  563e. 12(h)(1)  &  (2)(ii).  The  regulation  allows 
an  institution  that  invests  in  a  community  development 
financial  institution,  such  as  a  CDB,  or  other  entity  that 
uses  the  institution’s  investment  to  make  loans  to  re¬ 
ceive  consideration  under  the  lending  test  for  its  pro 
rata  share  of  community  development  loans  made  by 
the  entity.  See  12  CFR  25.22(d),  228.22(d),  345.22(d), 
and  563e. 22(d). 

The  investment  test  evaluates  an  institution’s  number 
and  amount  of  qualified  investments,  the  innovative¬ 
ness  or  complexity  of  its  qualified  investments,  the 
responsiveness  of  the  qualified  investments  to  credit 
and  community  development  needs,  and  the  degree  to 
which  the  qualified  investments  are  not  routinely  pro¬ 
vided  by  private  investors.  See  12  CFR  25.23(e), 
228.23(e),  345.23(e),  and  563e. 23(e).  Qualified  invest¬ 
ments  include  lawful  investments,  deposits,  member¬ 
ship  shares  or  grants  that  have  as  their  primary  purpose 
community  development.  See  12  CFR  25.12(s), 
228. 1 2(s),  345. 1 2(s),  and  563e.  1 2(r).  To  be  considered 
under  the  investment  test,  qualified  investments  must 
benefit  the  institution’s  assessment  area(s)  or  a  broader 
statewide  or  regional  area  that  includes  the  institution’s 
assessment  area(s).  See  12  CFR  25.23(a),  228.23(a), 
345.23(a),  and  563e. 23(a).  Qualified  investments  in¬ 
clude,  but  are  not  limited  to,  investments  in  CDBs  that 
primarily  lend  in  low-  and  moderate-income  areas  or  to 
low-  and  moderate-income  individuals  to  promote  com¬ 
munity  development  and  investments  in  state  and  mu¬ 
nicipal  obligations  that  specifically  support  community 
development.  See  60  Fed.  Reg.  at  22,162  n.3. 

As  noted  above,  an  institution  may  choose  to  have  its 
investment  evaluated  entirely  under  the  investment 
test,  or  it  may  choose  to  have  a  portion  of  its  investment 
evaluated  under  the  lending  test  and  a  portion  evalu¬ 
ated  under  the  investment  test.  Flowever,  in  doing  so, 
the  institution  must  provide  the  appropriate  supervisory 
agency  with  the  necessary  information  to  calculate  the 
breakdown  between  the  two  components. 

An  example  may  help  to  illustrate  how  an  institution’s 
investment  in  a  CDB  may  be  considered  under  the  CRA 
regulations.  Assume  an  institution  invests  $1  million  in 
a  CDB  that  has  a  total  capitalization  of  $10  million.  The 
CDB,  in  turn,  holds  total  assets  of  $30  million,  with  $12 
million  in  qualified  investments  and  $18  million  in  com- 


Quarterly  Journal.  Vol.  15,  Mo.  4.  December  1996  59 


mumty  development  loans.  The  investing  institution 
could  choose  to  have  its  investment  considered  only 
under  the  investment  test  If  the  institution  chooses  this 
option,  the  amount  of  the  qualified  investment  would  be 
$1  million,  the  total  amount  of  the  institution’s  investment. 

Alternatively,  the  investing  institution  could  request 
consideration  under  both  the  investment  and  lending 
tests.  The  amount  attributed  to  the  investment  test 
would  equal  the  product  of  the  institution’s  investment 
in  the  CDB  and  the  percentage  of  the  CDB’s  asset 
portfolio  that  is  comprised  of  qualified  investments.  The 
amount  attributed  to  the  lending  test  would  equal  the 
investing  institution’s  pro  rata  share  of  community  de¬ 
velopment  loans  originated  by  the  CDB  during  the 
period  under  review. 

Applying  these  principles  to  the  example  above  may 
help  to  clarify  how  an  institution’s  investment  in  a  CDB 
may  be  attributed  between  the  investment  and  lending 
tests.  In  the  example,  qualified  investments  comprise 
40  percent  of  the  CDB’s  total  assets  ($12  million  of  total 
assets  of  $30  million).  Thus,  under  the  investment  test, 
the  investing  institution  would  receive  consideration  of 
40  percent  of  its  total  investment  in  the  CDB,  or 
$400,000.  It  is  assumed  that  the  remainder  of  the  insti¬ 
tution’s  investment  has  been  used  to  fund  community 
development  loans  in  an  amount  equal  to  the  institu¬ 
tion’s  pro  rata  share  of  loans  originated  by  the  CDB.  The 
institution  has  supplied  10  percent  of  the  capital  of  the 
CDB,  which  provides  the  basis  for  determining,  under 
the  lending  test,  the  institution’s  pro  rata  share  of  com¬ 
munity  development  loans  made  by  the  CDB.  Assum¬ 
ing  the  CDB's  $18  million  in  loans  were  originated 
during  the  period  under  review  and  benefit  the  institu¬ 
tion’s  assessment  area(s)  or  a  broader  statewide  or 
regional  area  that  includes  the  institution’s  assessment 
area(s),  the  institution’s  pro  rata  share  of  these  loans 
would  be  $1.8  million.  Therefore,  the  institution  may 
receive  consideration  for  $1.8  million  in  community 
development  loans  under  the  lending  test. 

I  trust  this  letter  is  responsive  to  your  inquiry.  You  may 
also  be  interested  to  know  that  the  staffs  of  the  four 
financial  supervisory  agencies  are  presently  develop¬ 
ing  official  guidance  for  the  public  to  aid  in  resolving 
interpretive  questions  arising  under  the  new  CRA  regu¬ 
lations. 

Matthew  Roberts 
Director 

Community  and  Consumer  Law  Division 
Office  of  the  Comptroller  of  the  Currency 


726  — July  1996 


Dear  Sir/Madam: 

This  responds  to  your  inquiry  regarding  the  application 
of  the  Community  Reinvestment  Act  (CRA)  regulations 
to  a  financial  institution’s  support  of  [Company]' s  small 
business  lending  programs.  As  you  probably  know,  the 
four  federal  financial  supervisory  agencies  finalized 
new  CRA  regulations  on  May  4,  1 995.  See  60  Fed.  Reg. 
22,156  (May  4,  1995)  (to  be  codified  at  12  CFR  25,  228, 
345  and  563e).  The  agencies’  regulations  are  substan¬ 
tively  identical.  Therefore,  staff  from  all  of  the  agencies 
have  considered  the  issues  you  raised,  and  they  con¬ 
cur  in  the  opinions  expressed  in  this  letter. 

Background 

As  your  letter  explains,  [Company]  provides  access  to 
credit  and  technical  assistance  for  very  small  busi¬ 
nesses  (microenterprises)1  in  Latin  America  and  the 
United  States.  Typically,  microenterprises  have  diffi¬ 
culty  obtaining  credit  because  they  lack  collateral  and 
the  loans  they  require  are  often  too  small  to  be  cost 
effective  for  most  financial  institutions.  In  the  United 
States,  the  [Affiliate]  acts  as  an  intermediary  between 
microenterprises  and  financial  institutions  to  address 
these  problems. 

The  [Affiliate]  issues  private  placements  of  promissory 
notes  with  various  investors.  With  the  money  it  receives 
from  these  investors,  the  [Affiliate]  issues  letters  of 
credit  to  financial  institutions.  The  letters  of  credit  guar¬ 
antee  a  portion  of  each  loan  made  by  the  financial 
institutions  to  [Affiliate  2],  The  [Affiliate  2]  use  the  loans 
from  the  financial  institutions  to  fund  their  microenter¬ 
prise  lending  (microlending)  programs  in  New  York, 
New  Mexico,  Illinois,  Texas,  and  California.  This  system 
allows  financial  institutions  to  participate  in  microlend¬ 
ing  without  bearing  the  risk  of  undersecured  loans  or 
incurring  the  costs  of  making  those  loans  directly. 

Discussion 

Based  on  the  microlending  program  described  above, 
you  have  asked  whether:  1)  a  financial  institution’s 
purchase  of  a  promissory  note  that  funds  guarantees 


'[Company ]  defines  "microenterprise"  as  an  informal  business  with 
ten  or  fewer  employees  and  in  which  the  owner  actively  participates 
Financing  microenterprises  generally  promotes  economic  develop 
ment  because  microenterprises  are  typically  located  in  low  or  mod 
erate-income  areas  and  include  street  vendors,  seamstresses, 
artisans,  small  shops  and  restaurants,  shoemakers  and  carpenters 
Microentrepreneurs  and  their  employees  are  also  frequently  low  or 
moderate-income  earners 
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of  loans  to  microenterprise  lenders  would  be  a  qualified 
investment  under  CRA;  2)  a  financial  institution  would 
receive  favorable  CRA  consideration  for  a  loan  to  a 
microenterprise  lender;  and  3)  a  financial  institution’s 
loan  to  a  guarantor,  such  as  the  [Affiliate],  or  microen¬ 
terprise  lender  would  qualify  under  the  CRA  investment 
test  if  the  loan  had  a  10-to-20  year  term,  low  interest 
rate,  and  deep  subordination. 

In  addition,  you  have  asked  whether  a  financial  institu¬ 
tion  would  receive  positive  CRA  consideration  for  the 
following  proposed  activities:  1)  investing  funds  in  a 
pool  that  would  be  managed  by  a  microenterprise 
lender  and  used  for  microlending;  or  2)  purchasing  a 
microloan  portfolio  from  a  guarantor  or  purchasing  a 
security  backed  by  such  a  portfolio. 

Finally,  you  have  asked  whether  the  CRA  regulations 
would  place  geographic  restrictions  on  a  financial  in¬ 
stitution’s  support  of  either  the  existing  program  or  the 
proposed  activities. 

A.  Questions  based  on  [Company]' s  existing  micro¬ 
lending  program. 

1 .  Purchases  of  promissory  notes. 

A  financial  institution’s  purchase  of  a  promissory  note 
that  funds  guarantees  of  loans  to  local  intermediaries 
that  lend  to  microenterprises  to  promote  economic 
development  would  be  considered  a  qualified  invest¬ 
ment  under  the  CRA  regulations  unless  the  purchase 
is  carried  on  the  institution’s  books  as  a  loan.  The  new 
CRA  regulations  provide  a  detailed  framework  for 
evaluating  an  institution's  CRA  performance.  The  new 
rules  set  out  a  number  of  different  evaluation  methods 
for  examiners  to  use,  depending  on  the  business  stra¬ 
tegy  and  size  of  the  institution  under  examination. 

Regardless  of  the  evaluation  methods  used  by  exam¬ 
iners,  however,  any  financial  institution  can  receive 
positive  consideration  for  making  a  “qualified  invest¬ 
ment”  that  benefits  its  assessment  area  or  a  broader 
statewide  or  regional  area  that  includes  the  assessment 
area.2 3  The  new  CRA  regulations  define  “qualified  in¬ 


2lf  the  purchase  is  carried  on  the  institution’s  books  as  a  loan,  it  would 
qualify  as  a  community  development  loan  for  the  reasons  discussed 
below  in  the  section  concerning  loans  to  microenterprise  lenders. 

3Examiners  of  large  institutions,  which  are  evaluated  under  the 
lending,  investment  and  service  tests,  consider  qualified  investments 
under  the  investment  test.  See  12  CFR  25.23(a),  228.23(a), 
345.23(a),  and  563e  23(a).  In  a  small  institution  examination,  exam¬ 
iners  may  adjust  an  institution’s  loan-to-deposit  ratio,  if  appropriate, 
based  on  lending-related  qualified  investments.  See  12  CFR 
25.26(a)(1),  228  26(a)(1),  345.26(a)(1),  and  563e. 26(a)(1).  Qualified 
investments  may  also  be  considered  to  determine  if  a  small  institution 
merits  an  outstanding  CRA  rating.  See  12  CFR  pt  25  app  A(d)(2), 
pt  228  app  A(d)(2),  pt  345  app.  A(d)(2),  and  pt.  563e  app  A(d)(2). 


vestment”  as  “a  lawful  investment,  deposit,  member¬ 
ship  share  or  grant  that  has  as  its  primary  purpose 
community  development.”  See  12  CFR  25 . 1 2(s), 
228.12(s),  345.12(s),  and  563e.12(r).  "Community  de¬ 
velopment"  is  defined  to  include,  among  other  things, 
“activities  that  promote  economic  development  by  fi¬ 
nancing  [small]  businesses.  .  .  .”  See  12  CFR 
25.12(h)(3),  228.12(h)(3),  345.12(h)(3),  and 
563e.  12(g)(3). 

A  purchase  of  a  promissory  note  that  provides  credit 
enhancement  on  loans  to  microenterprise  lenders  to 
promote  economic  development  has  as  its  primary 
purpose  community  development  because  the  note 
enables  microenterprise  lenders  to  provide  loans  to 
small  businesses  that  are  located  in  low-  or  moderate- 
income  areas  or  that  provide  jobs  for  low-  or  moderate- 
income  persons.  Assuming  that  the  microenterprise 
lenders  serve  a  regional  area  that  includes  a  financial 
institution’s  assessment  area,  examiners  would  give 
positive  consideration  to  a  financial  institution’s  pur¬ 
chase  of  promissory  notes  as  a  qualified  investment 
under  any  of  the  new  performance  tests  and  standards 
in  the  new  CRA  regulations. 

2.  Loans  to  Microenterprise  Lenders 

If  a  financial  institution  makes  a  loan  directly  to  a 
microenterprise  lender  to  support  the  lender’s  financing 
of  small  businesses  to  promote  economic  develop¬ 
ment,  its  loan  would  be  a  community  development  loan 
under  the  CRA  regulations.  See  12  CFR  25.1 2(i), 
228. 1 2(i),  345. 1 2(i),  and  563.12(h).  A  “community  de¬ 
velopment  loan”  is  a  loan  that  has  community  develop¬ 
ment  as  its  primary  purpose  and,  except  in  the  case  of 
a  wholesale  or  limited  purpose  bank,  benefits  the  insti¬ 
tution’s  assessment  area(s)  and  has  not  been  consid¬ 
ered  as  part  of  the  institution’s  assessment  as  a  home 
mortgage,  small  business,  small  farm,  or  consumer 
loan.  12  CFR  25. 1 2(i),  228. 1 2(i),  345. 1 2(i),  and 
563e.  12(h). 

A  large  retail  institution’s  record  of  helping  to  meet 
community  credit  needs  through  its  lending  activities  is 
evaluated  under  the  lending  test.  See  12  CFR  25.22, 
248.22,  345.22,  and  563e.22.  Under  the  lending  test, 
examiners  consider  an  institution’s  originations  and 
purchases  of  loans,  including  community  development 


The  community  development  test,  which  is  appropriate  for  wholesale 
and  limited  purpose  institutions,  evaluates,  inter  alia,  the  number  and 
amount  of  qualified  investments  See  12  CFR  25  25(c)(1). 
228.25(c)(1),  345.25(c)(1),  and  563e  25(c)(1)  And,  finally,  institu¬ 
tions  evaluated  on  the  basis  of  a  strategic  plan  must  include  in  their 
plan  how  they  intend  to  meet  the  credit  needs  of  their  assessment 
area(s).  They  may  meet  credit  needs  through  lending,  investment. 
and/or  services,  as  appropriate  See  1 2  CFR  25  27(f)(  1 ),  228  27(f)(  1 ) 
and  563e  27(f)(1)  (emphasis  added) 
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loans.  See  12  CFR  25.22(a)-(c),  228.22(a)-(c), 
345.22(a)-(c),  and  563e.22(a)-(c).  Community  devel¬ 
opment  loans  may  also  be  considered  favorably  in  the 
evaluations  of  small  institutions,  wholesale  and  limited 
purpose  institutions,  and  institutions  evaluated  based 
on  a  strategic  plan.  See  12  CFR  25.25(c),  25.26(a)(1), 
25.27(f)(1),  g(3)(i),  and  pt.  25  app.  A(d)(2);  §§ 
228.25(c),  228.26(a)(1),  228.27(f)(1),  g(3)(i),  and  pt. 
228  app.  A(d)(2);  §§  345.25(c),  345.26(a)(1), 
345.27(f)(1),  g(3)(i),  and  pt.  345  app.  A(d)(2);  and  §§ 
563e. 25(c),  563e.26(a)(1),  563e.27(f)(1 ),  g(3)(i),  and 
pt.  563e  app.  A(d)(2).  Thus,  examiners  would  favorably 
consider  as  a  community  development  loan  a  financial 
institution’s  loan  to  a  microenterprise  lender.4 

3.  Loans  to  a  microenterprise  lender  or  guarantor 
on  favorable  terms. 

You  have  also  asked  whether  a  financial  institution 
could  receive  consideration  under  the  investment  test 
for  a  loan  to  a  microenterprise  lender  or  guarantor  that 
had  a  10-to-20-year  term,  low  interest  rate,  and  deep 
subordination  to  other  lenders.  As  discussed  above, 
the  investment  test  considers  qualified  investments, 
which  are  defined  as  lawful  investments,  deposits, 
membership  shares,  or  grants  that  have  as  their  pri¬ 
mary  purpose  community  development.  As  a  general 
rule,  the  agencies  would  not  view  as  a  qualified  invest¬ 
ment  a  transaction  that  is  carried  on  a  financial  institu¬ 
tion’s  books  as  a  loan. 

B.  Questions  related  to  [Company]' s  proposed  ac¬ 
tivities. 

1.  Investments  in  a  microloan  pool  managed  by  a 
microenterprise  lender. 

A  financial  institution  would  also  receive  favorable  CRA 
consideration  for  its  investments  in  a  pool  that  would  be 
used  to  make  microloans  to  promote  economic  devel¬ 
opment  in  a  regional  area  that  includes  the  institution’s 
assessment  area.  Examiners  would  consider  such  an 
investment  to  be  a  qualified  investment  for  the  same 
reasons  discussed  above  regarding  purchases  of 
promissory  notes.  Thus,  for  example,  a  large  retail 
institution  would  receive  favorable  consideration  under 
the  investment  test  for  investing  in  a  microloan  pool. 


4ln  your  letter,  you  also  ask  whether  a  financial  institution's  investment 
in  the  [Affiliate]'s  loan  loss  reserve  would  receive  favorable  CRA 
consideration  The  staff  of  the  federal  financial  supervisory  agencies 
concluded  recently  that  a  financial  institution  would  receive  positive 
CRA  consideration  for  its  investments  in,  or  loans  to,  a  reserve  fund 
for  affordable  housing  loans  See  interagency  letter  published  as 
OOC  Interpretive  Letter  No  708  (February  16,  1996)  (attached) 
Investments  m  a  reserve  fund  for  small  business  loans  would  receive 
comparable  consideration 


See  12  CFR  25.23(a),  228.23(a),  345.23(a),  and 
563e. 23(a). 

In  lieu  of  consideration  for  the  investment  under  the 
investment  test,  a  large  retail  institution  may  elect  to 
have  its  examiner  consider,  under  the  lending  test, 
originations  and  purchases  of  community  development 
loans  by  a  consortium  in  which  the  institution  partici¬ 
pates  or  by  a  third  party  in  which  the  bank  has  invested. 
See  12  CFR  25.22(d),  228.22(d),  345.22(d),  and 
563e. 22(d).  Thus,  a  financial  institution  would  be  able 
to  claim  for  CRA  purposes  its  pro-rata  share  of  the  total 
loans  originated  from  the  pool.  Id5 

2.  Purchases  of  a  microloan  portfolio  or  portfolio- 
backed  security. 

A  financial  institution's  purchase  of  a  microloan  portfolio 
would  be  considered  a  purchase  of  the  individual  loans 
that  comprise  the  portfolio.  If  a  loan  met  the  definition 
of  loans  to  small  businesses  contained  in  the  Instruc¬ 
tions  to  the  Consolidated  Reports  of  Condition  and 
Income  or  Thrift  Financial  Reports,  an  institution’s  pur¬ 
chase  of  the  loan  would  be  considered  a  purchase  of 
a  small  business  loan  under  the  CRA  regulations.  If  a 
loan  did  not  meet  the  definition  of  small  business  loans 
but  met  the  definition  of  community  development  loans 
under  the  CRA  regulations,  an  institution’s  purchase  of 
the  loan  would  be  considered  a  purchase  of  a  commu¬ 
nity  development  loan.  A  large  retail  institution’s  record 
of  helping  to  meet  community  credit  needs  through  its 
purchases  of  small  business  loans  or  community  devel¬ 
opment  loans  is  evaluated  under  the  lending  test.  See 
12  CFR  25.22(a)(1),  228.22(a)(1),  345.22(a)(1),  and 
563e.22(a)(1).  Small  business  and  community  devel¬ 
opment  loans  may  also  be  considered  in  the  evalu¬ 
ations  of  small  institutions  and  institutions  evaluated 
based  on  a  strategic  plan.6 7  See  12  CFR  25.26(a)(1), 
25.27(f)(1),  g(3)(i),  and  pt.  25  app.  A(d)(2); 
228.26(a)(1),  228.27(f)(1),  g(3)(i),  and  pt.  228  app. 
A(d)(2);  345.26(a)(1),  345.27(f)(1),  g(3)(i),  and  pt.  345 
app.  A(d)(2);  and  563e. 26(a)(1),  563e.27(f)(1),  g(3)(i), 
and  pt.  563e  app.  A(d)(2). 


5For  further  discussion  of  the  CRA  treatment  of  loans  by  consortia  or 
third  parties,  see  OCC  Interpretive  Letter  No.  673  (June  26,  1995) 
(investment  in  a  community  development  bank)  and  interagency 
letter  published  as  OCC  Interpretive  Letter  No  710  (February  21, 
1996)  (treatment  of  loans  made  by  an  affiliate) 

Wholesale  and  limited  purpose  institutions'  small  business  lending 
activities  would  be  considered  under  the  community  development 
test  if  the  small  business  loans  qualified  as  community  development 
loans  See  12  CFR  25  25,  228  25.  345  25.  and  563c 

7ln  addition,  a  large  institution  would  have  to  provide  the  loan 
documentation  described  in  the  CRA  regulations'  data  collection 
reporting,  and  disclosure  sections  See  12  CFR  25  42.  228  4 2. 
345  42,  and  563e  42 


62  Quarterly  Journal,  Vol.  15,  Mo.  4,  December  1996 


A  financial  institution's  purchase  of  a  microloan  portfo¬ 
lio-backed  security  that  financed  microenterprises  to 
promote  economic  development  would  be  a  qualified 
investment  for  the  reasons  set  forth  above  in  the  dis¬ 
cussion  of  purchases  of  promissory  notes. 

C.  Geographic  restrictions  on  a  financial  institu¬ 
tion’s  support  for  [Company]’ s  existing  or  pro¬ 
posed  programs. 

Under  the  CRA  regulations,  a  retail  financial  institution’s 
community  development  loans,  investments,  or  serv¬ 
ices  must  primarily  benefit  its  CRA  assessment  area  but 
may  also  benefit  a  broader  regional  area  (including  a 
multiple-state  area).  Thus,  a  financial  institution  may 
receive  favorable  consideration  for  its  support  of  a 
community  development  organization  that  operates  on 
a  statewide  or  regional  basis  that  extends  beyond  the 
institution’s  assessment  area(s).  The  community  devel¬ 
opment  organization’s  scope  must  include  the  financial 
institution’s  assessment  area(s)  so  that  the  institution’s 
investment  potentially  benefits  its  assessment  area(s). 
The  more  direct  or  certain  the  benefit,  the  more  likely  it 
will  be  viewed  as  particularly  responsive  to  community 
credit  needs.  Thus,  examiners  will  give  greater  consid¬ 
eration  for  investments,  loans  or  services  that  more 
directly  benefit  the  institution’s  assessment  area(s). 

In  order  to  receive  consideration  for  its  participation  in 
such  a  community  development  organization,  an  insti¬ 
tution  must  provide  its  examiner  sufficient  documenta¬ 
tion  to  demonstrate  that  its  investment  benefits  a 
regional  area  that  includes  the  institution’s  assessment 
area.  An  institution  need  not  document  the  location  of 
each  community  development  loan  that  results  from  its 
investment.  See  60  Fed.  Reg.  at  22,172. 

Conclusion 

I  trust  this  has  been  responsive  to  your  inquiry.  You  may 
also  be  interested  to  know  that  the  staffs  of  the  four 
financial  supervisory  agencies  are  presently  develop¬ 
ing  official  guidance  for  the  public  for  resolving  inter¬ 
pretive  questions  arising  under  the  new  CRA 
regulations. 

Matthew  Roberts 
Director 

Community  and  Consumer  Law 
Office  of  the  Comptroller  of  the  Currency 
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Dear  Sir/Madam: 

This  letter  responds  to  your  correspondence  dated  May 
1,  1996,  and  May  10,  1996,  concerning  the  treatment 
under  the  revised  Community  Reinvestment  Act  (CRA) 
regulations  of  the  proposed  purchase  by  the  bank  of 
certain  “equity  equivalent”  instruments  to  be  offered  by 
a  nonprofit  community  development  lender  (“the 
lender”).*  As  you  know,  the  four  bank  and  thrift  regula¬ 
tory  agencies  have  promulgated  substantively  identi¬ 
cal  CRA  regulations.  12  CFR  25,  228,  345,  and  563e. 
Therefore,  staff  from  all  of  the  agencies  have  consid¬ 
ered  the  issues  you  raised,  and  they  concur  in  the 
opinions  expressed  in  this  letter. 

You  have  asked  whether  the  bank  would  receive  favor¬ 
able  consideration  under  the  CRA  regulations  for  its 
purchase  of  the  equity  equivalents.  As  explained  more 
fully  below,  the  purchase  of  the  equity  equivalents 
would  be  a  qualified  investment  that  examiners  would 
consider  under  the  investment  test  provided  that  the 
investment  benefits  the  bank’s  assessment  area(s)  or  a 
broader  statewide  or  regional  area  that  includes  the 
assessment  area(s).  Alternatively,  the  bank  could  ask 
examiners  to  consider  in  its  lending  test  evaluation  its 
pro  rata  share  of  the  community  development  loans 
made  by  the  community  development  lender,  again 
provided  the  loans  benefit  the  bank’s  assessment 
area(s)  or  a  broader  statewide  or  regional  area  that 
includes  the  assessment  area(s).  Finally,  in  some  cir¬ 
cumstances,  the  bank  could  receive  consideration  for 
part  of  the  investment  under  the  lending  test  and  part 
under  the  investment  test. 

Background 

The  lender  is  a  nonprofit  organization  and  therefore 
cannot  issue  equity  stock.  However,  you  state  that  the 
lender  intends  to  issue  equity  equivalents  that  will  be 
identical  to  stock  in  key  respects.  As  explained  in  your 
letter,  the  equity  equivalents  will  be  booked  by  the  bank 
as  investments  following  generally  accepted  account¬ 
ing  principles;  will  constitute  general  obligations  of  the 
lender  that  will  not  be  secured  by  any  its  assets;  will  be 
fully  subordinated  to  the  right  of  repayment  of  all  other 
creditors  of  the  lender;  generally  will  not  permit  the 


★  ★ 


★ 


‘The  scope  of  this  letter  is  limited  to  whether  investments  by  the  bank 
in  the  equity  equivalents  would  receive  favorable  consideration  under 
the  CRA  regulations.  This  letter  does  not  address  whether  the  bank 
may  lawfully  make  this  investment  Furthermore,  the  agencies  do  not 
endorse  particular  investment  opportunities  offered  to  banks  and 
thrifts. 
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bank  to  accelerate  payment  of  the  instrument;  will  carry 
an  interest  rate  that  is  not  tied  to  any  income  received 
by  the  lender;  and  will  have  an  initial  10-year  “tenor” 
that  annually  will  be  rolled  back  to  a  new  10-year 
tenor. 

You  state  that  the  lender  will  use  the  funds  provided  by 
the  equity  equivalents  to  garner  other  investments  and 
grants  and  to  make  loans  to  its  community  development 
financial  institution  (CDFI)  members.  The  CDFIs,  in  turn, 
will  use  the  funds  to  support  their  community  develop¬ 
ment  programs,  which  involve  providing  credit  for  af¬ 
fordable  housing  and  small  businesses  to  revitalize 
low-income  areas  throughout  the  United  States. 

Discussion 

The  new  CRA  regulations  set  out  a  number  of  different 
tests  for  examiners  to  use  in  evaluating  CRA  perform¬ 
ance,  depending  on  the  size  and  business  strategy  of 
the  institution.  The  CRA  performance  of  a  large  institu¬ 
tion,  such  as  the  bank,  is  typically  evaluated  under  the 
lending,  investment,  and  service  tests. 

The  investment  test  evaluates  an  institution’s  number 
and  amount  of  qualified  investments,  the  innovative¬ 
ness  or  complexity  of  its  qualified  investments,  the 
responsiveness  of  the  qualified  investments  to  credit 
and  community  development  needs,  and  the  degree  to 
which  the  qualified  investments  are  not  routinely  pro¬ 
vided  by  private  investors.  See  12  CFR  25.23(e), 
228.23(e),  345.23(e),  and  563e. 23(e).  Qualified  invest¬ 
ments  include  lawful  investments,  deposits,  member¬ 
ship  shares  or  grants  that  have  as  their  primary  purpose 
community  development.  12  CFR  25.12(s),  228.12(s), 
345.12(s),  and  563e.12(r).  Community  development 
means:  affordable  housing  for  low-  or  moderate-income 
persons;  community  services  targeted  to  low-  or  mod¬ 
erate-income  persons;  activities  that  promote  eco¬ 
nomic  development  by  financing  small  businesses  or 
farms;  and  activities  that  revitalize  or  stabilize  low-  or 
moderate-income  geographies.  12  CFR  25.12(h), 
228.12(h),  345.12(h),  and  563e.  12(g). 

A  lawful  investment  in  a  security  issued  by  a  nonprofit, 
like  the  lender,  that  uses  the  funds  to  promote  commu¬ 
nity  development  by  making  loans  to  CDFIs  that  finance 
affordable  housing  for  low-  or  moderate-income  per¬ 
sons  and  promote  economic  development  by  financing 
small  businessses,  as  you  state  the  lender  will  do,  is  a 
qualified  investment.  To  be  considered  in  the  bank’s 
evaluation  under  the  investment  test,  the  invesment 
must  benefit  the  bank's  assessment  area(s)  or  a 
broader  statewide  or  regional  area  that  includes  the 
bank’s  assessment  area(s).  See  12  CFR  25.23(a), 
228  23(a)  345  23(a),  and  563e. 23(a). 


The  lending  test  evaluates  an  institution’s  lending  ac¬ 
tivities.  Among  the  performance  criteria  considered  in 
the  lending  test  is  an  institution’s  community  develop¬ 
ment  lending,  including  the  number  and  amount  of 
community  development  loans  and  their  complexity 
and  innovativeness.  See  12  CFR  25.22(b)(4), 
228.22(b)(4),  345.22(b)(4),  and  563e.22(b)(4).  A  “com¬ 
munity  development  loan”  is  a  loan  that  has  “community 
development”  as  its  primary  purpose  and,  except  in  the 
case  of  a  wholesale  or  limited  purpose  institution,  bene¬ 
fits  the  institution’s  assessment  area(s)  or  a  broader 
statewide  or  regional  area  that  includes  the  assessment 
area(s)  and  has  not  been  considered  as  part  of  the 
institution's  assessment  as  a  home  mortgage,  small 
business,  small  farm,  or  consumer  loan.  12  CFR 
25.12(i),  228.12(i),  345.12(i),  and  563e.  12(h). 

Under  the  lending  test,  community  development  loans 
originated  by  a  third  party  in  which  an  institution  has 
invested  will  be  considered,  at  the  institution’s  option, 
subject  to  certain  limitations.  12  CFR  25.22(d), 
228.22(d),  345.22(d),  and  563e. 22(d).  Generally,  the 
agencies  consider  an  institution  to  have  “invested”  in  a 
third  party  within  the  meaning  of  this  provision  when  the 
institution  has  made  an  equity  or  equity-like  investment 
in  the  third  party  —  not  when  the  institution  has  made 
a  loan  to,  or  purchased  an  ordinary  debt  obligation  of, 
the  third  party. 

For  example,  an  institution  might  purchase  stock  in  a 
community  development  corporation  (CDC)  that  lends 
in  low-  and  moderate-income  areas  or  to  low-  and 
moderate-income  individuals  in  order  to  promote  com¬ 
munity  development.  The  institution  may  claim  a  pro 
rata  share  of  the  CDC’s  loans  as  community  develop¬ 
ment  loans.  By  contrast,  securities  backed  by  loans, 
such  as  mortgage-backed  securities,  are  not  equity  or 
equity-like  investments  in  the  third  party  that  originated 
the  loans.  An  institution  that  purchases  these  securities 
cannot  receive  consideration  under  the  lending  test  for 
the  loans  underlying  them,  although  the  institution  can 
receive  consideration  for  the  securities  themselves  un¬ 
der  the  investment  test  provided  they  meet  the  defini¬ 
tion  of  qualified  investment  and  are  appropriately 
geographically  targeted. 

As  noted  above,  no  one  can  legally  hold  a  true  equity 
interest  in  a  nonprofit  like  the  lender.  However,  the 
purchase  of  the  equity  equivalents  described  above, 
while  not  a  true  equity  investment,  is  sufficiently  com¬ 
parable  to  qualify  as  an  investment  within  the  meaning 
of  the  regulation.  Like  a  true  equity  interest,  the  equity 
equivalents  are  fully  subordinated  to  the  claims  of  all 
debtors,  are  designed  to  raise  revenue  for  the  issuer, 
and  have,  in  effect,  an  indeterminate  term  (because  of 
the  rolling  tenor).  The  equity  equivalents  more  closely 
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resemble  preferred,  rather  than  common,  stock  be¬ 
cause  they  have  a  fixed  rate  of  return  and  do  not  confer 
voting  rights.  See  11  William  Meade  Fletcher,  Fletcher 
Cyclopedia  of  the  Law  of  Private  Corporations  5283 
(1995).  Based  on  this  analysis,  if  the  bank  purchased 
these  equity  equivalents,  examiners  would  consider  in 
the  bank’s  lending  test  evaluation,  at  the  bank’s  re¬ 
quest,  the  bank’s  pro  rata  share  of  any  community 
development  loans  made  by  that  benefit  the  bank’s 
assessment  area(s)  or  a  broader  statewide  or  regional 
area  that  includes  its  assessment  area(s). 

An  investing  institution’s  pro  rata  share  of  community 
development  loans  made  by  a  for-profit  third  party  is 
determined  by  the  percentage  of  the  capital  of  the  third 
party  contributed  by  the  investing  institution.  The  insti¬ 
tution’s  pro  rata  share  of  community  development  loans 
by  a  nonprofit  third  party  is  determined  in  a  comparable 
manner,  taking  into  account  the  fact  that  nonprofit  insti¬ 
tutions  do  not  have  “capital”  and  are  subject  to  different 
accounting  rules  than  for-profit  institutions. 

The  following  example  illustrates  how  a  purchase  of 
equity  equivalents  may  be  considered  under  the  lend¬ 
ing  test:  Assume  a  community  development  lender  has 
$4  million  in  funds  comparable  to  “capital”  —  $2  million 
from  an  investing  institution’s  purchase  of  equity 
equivalents  and  $2  million  from  grants.  Thus,  the  invest¬ 
ing  institution  has  supplied  50  percent  of  this  $4  million. 
Assume  further  that  the  community  development 
lender,  after  borrowing  another  $6  million,  makes  $10 
million  in  community  development  loans  during  the 
period  under  review  in  the  investing  institution’s  CRA 
evaluation.  Under  the  lending  test,  the  investing  institu¬ 
tion  may  receive  consideration  for  $5  million  in  commu¬ 
nity  development  loans,  its  pro  rata  share  of  the 
community  development  lender’s  community  develop¬ 
ment  loans,  provided  these  loans  benefit  the  invest¬ 
ing  institution’s  assessment  area(s)  or  broader 
statewide  or  regional  area  that  includes  the  assess¬ 
ment  area(s). 

To  the  extent  an  institution’s  investment  is  considered 
under  the  lending  test,  it  will  not  also  receive  consid¬ 
eration  under  the  investment  test.  12  CFR  25.23(b), 
228.25(b),  345.25(b),  and  563e. 25(b).  In  some  circum¬ 
stances  an  institution  may  receive  consideration  for 
part  of  an  investment  under  the  lending  test  and  also 
receive  consideration  under  the  investment  test  for  part 
of  the  investment  that  was  not  considered  under  the 
lending  test.  SeeOCC  Interpretive  Letter  673  (June  26, 
1995)  and  the  attached  interagency  interpretive  let¬ 
ter. 

I  trust  that  this  letter  has  been  responsive  to  your  inquiry. 
The  financial  supervisory  agencies  will  consider  incor¬ 
porating  this  guidance  into  the  formal  written  guidance 


on  the  new  CRA  regulation  that  is  being  developed  by 
the  staffs  of  the  agencies. 

Matthew  Roberts 
Director 

Community  and  Consumer  Law  Division 

★  ★  ★ 
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Cathy  Donchatz,  Director 
Product  Promotion  Division 
Department  of  the  Treasury 
Financial  Management  Service 
Washington,  D.C.  20227 

Dear  Ms.  Donchatz: 

This  letter  responds  to  your  correspondence  dated 
April  24,  1996,  concerning  the  treatment  under  the 
revised  Community  Reinvestment  Act  (CRA)  regula¬ 
tions  of  the  Direct  Deposit  Too  (DD  Too)  program  that 
the  Financial  Management  Service  (FMS)  hopes  to 
develop.  As  you  know,  the  four  bank  and  thrift  regula¬ 
tory  agencies  have  promulgated  substantively  identi¬ 
cal  CRA  regulations.1  Therefore,  staffs  from  all  of  the 
agencies  have  considered  the  issues  you  raised,  and 
they  concur  in  the  opinions  expressed  in  this  letter. 

The  purpose  of  the  DD  Too  program  is  to  expand  direct 
deposit,  especially  to  recipients  of  federal  payments 
who  do  not  presently  have  deposit  accounts.  FMS 
estimates  that  about  10  million  people  who  receive 
federal  salary  and  benefit  payments  lack  deposit  ac¬ 
counts.  FMS  also  believes  that  some  payment  recipi¬ 
ents  that  have  deposit  accounts  but  do  not  currently 
have  their  payments  deposited  electronically  would  be 
willing  to  accept  direct  deposit  of  their  payments  into  a 
low-cost  account. 

The  DD  Too  program  would  encourage  financial  insti¬ 
tutions  to  offer  an  "easy  to  use"  account  principally  for 
direct  deposit  of  federal  payments  and  debit  transac¬ 
tions.  Although  FMS  does  not  intend  to  establish  uni¬ 
form  account  criteria,  it  envisions  that  banks  would  offer 
accounts  in  which: 

•  checks  would  not  be  permitted  to  be  drawn; 


1 12  CFR  25,  228,  345,  and  563e  (1996) 
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•  only  debit  transactions  would  be  permitted 
(except  for  the  recurring  direct  deposit  of 
federal  payments); 

•  there  would  be  no  minimum  balance  require¬ 
ment;  and 

•  overdrafts  would  not  be  permitted. 

You  have  asked  whether  a  regulated  financial  institution 
that  offers  an  account  of  this  type  (DD  Too  account) 
would  receive  favorable  consideration  under  the  CRA 
regulations.  As  explained  more  fully  below,  in  some 
circumstances,  a  DD  Too  account  could  receive  favor¬ 
able  consideration  as  a  “community  development  serv¬ 
ice.”  Furthermore,  the  electronic  deposit  and  debit 
features  of  DD  Too  could  be  considered  as  part  of  an 
alternative  delivery  system  for  the  delivery  of  retail 
banking  services  through  “electronic  banking.” 

Discussion 

I.  DD  Too  Concept 

A.  Community  Development  Service 

The  revised  regulations  provide  different  methods  for 
evaluating  a  financial  institution’s  CRA  performance 
depending  on  the  size  of  the  institution  and  its  business 
strategy.  Under  each  of  these  methods,  an  institution 
may,  under  certain  circumstances,  receive  favorable 
consideration  for  providing  community  development 
services  that  benefit  its  assessment  area  or  a  broader 
statewide  or  regional  area  that  includes  the  assessment 
area.  A  large  institution’s  CRA  performance  is  typically 
evaluated  under  the  lending,  investment,  and  service 
tests.  Examiners  of  large  institutions  consider  commu¬ 
nity  development  services  under  the  service  test.  12 
CFR  25.24,  228.24,  345.24,  and  563e.24  (1996).  Evalu¬ 
ation  of  a  large  institution's  performance  under  the 
service  test  of  the  CRA  regulations  includes  an  assess¬ 
ment  of  the  extent  to  which  the  institution  has  provided 
community  development  services  and  the  innovative¬ 
ness  and  responsiveness  of  the  services.  12  CFR 
25.24(e),  228.24(e),  345.24(e),  and  563e. 24(e)  (1996). 
If  the  institution  elects,  a  small  institution’s  provision  of 
community  development  services,  including  their  inno¬ 
vativeness  and  responsiveness,  are  considered  to  de¬ 
termine  whether  the  institution  merits  an  “outstanding" 
rating  See  12  CFR  25  app.  A(d)(2),  pt.  228  app. 
A(d)(2),  pt  345  app.  A(d)(2),  and  pt.  563e  app.  A(d)(2) 
(1996)  The  community  development  test,  which  is 
used  to  evaluate  the  record  of  an  institution  designated 
as  a  wholesale  or  limited  purpose  institution,  also  con¬ 
siders  community  development  services.  Evaluation  of 
a  wholesale  or  limited  purpose  institution’s  perform¬ 
ance  under  the  community  development  test  includes 


an  assessment  of  the  innovativeness  and  responsive¬ 
ness  of  the  community  development  services.  12  CFR 
25.25,  228.25,  345.25,  and  563e.25  (1996).  Finally, 
institutions  evaluated  on  the  basis  of  a  strategic  plan 
must  include  in  their  plan  how  they  intend  to  meet  the 
credit  needs  of  their  assessment  area,  particularly  the 
needs  of  low-  and  moderate-income  geographies  and 
persons.  They  may  meet  credit  needs  through  lending, 
investment,  and/or  services,  as  appropriate.  12  CFR 
25.27,  228.27,  345.27,  and  563e,27  (1996). 

A  “community  development  service"  is  a  service  that 
has  “community  development”  as  its  primary  purpose, 
relates  to  the  provision  of  financial  services,  and  has 
not  been  considered  as  part  of  an  institution’s  provision 
of  retail  banking  services.  12  CFR  25. 1 2(j),  228. 1 2(j), 
345. 1 2(j),  and  563e.12(i)  (1996).  Community  develop¬ 
ment  means;  affordable  housing  for  low-  or  moderate- 
income  persons;  community  services  targeted  to  low- 
or  moderate-income  persons;  activities  that  promote 
economic  development  by  financing  small  businesses 
or  farms;  and  activities  that  revitalize  or  stabilize  low-  or 
moderate-income  geographies.  12  CFR  25.12(h), 
228.12(h),  345.12(h),  and  563e.  12(g)  (1996). 

To  qualify  as  a  community  development  service,  there¬ 
fore,  a  deposit  service  must  be  targeted  to  low-  or 
moderate-income  persons.  For  example,  a  deposit 
service  that  reduces  costs  of,  or  otherwise  improves 
access  to,  financial  services  for  low-  or  moderate-in- 
come  persons  may  be  considered  a  community  devel¬ 
opment  service.  Thus,  the  agencies  have  noted  that 
community  development  services  include  offering  “life¬ 
line”  accounts  (low-cost  or  free  accounts  for  basic 
banking  needs).  59  Fed.  Reg.  51232,  51239  n.3  (Octo¬ 
ber  7,  1994).  Community  development  services  also 
include  low-cost  or  free  government  check  cashing  and 
similar  services  that  have  community  development  as 
the  primary  purpose.  For  example,  as  stated  in  the 
Supplementary  Information  to  the  revised  regulations, 
“electronic  benefit  transfer  and  point-of-sale  terminal 
systems  that  are  designed  to  improve  access,  such  as 
by  decreasing  costs,  for  low-  or  moderate-income  indi¬ 
viduals  would  receive  favorable  consideration.”  60  Fed. 
Reg.  22156,  22160  (May  4,  1995). 

Treatment  of  a  DD  Too  account  as  a  community  devel¬ 
opment  service  depends  on  whether  the  account  is 


The  Supplementary  Information  to  the  October  7,  1994,  proposed 
revision  of  the  CRA  rules  stated  that  the  provision  of  lifeline  accounts 
would  be  considered  a  community  development  service  Although 
the  Supplementary  Information  to  the  May  4,  1995,  final  revised  rules 
did  not  include  a  similar  reference  to  lifeline  accounts  as  an  example 
of  a  community  development  service,  no  substantive  change  was 
intended  Lifeline  accounts  are  a  community  development  service 
under  the  revised  rules  because  they  reduce  costs  of.  and  improve 
access  to.  financial  services  for  low-  or  moderate-income  persons 
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targeted  to  low-  or  moderate-income  persons.  For  ex¬ 
ample,  an  account  that  is  restricted  to  direct  deposit  of 
Supplemental  Security  Income  payments  would  gener¬ 
ally  be  targeted  to  low-  or  moderate-income  persons. 
On  the  other  hand,  an  account  that  is  established  to 
receive  federal  salary  payments  might  not  be  targeted 
to  low-  or  moderate-income  persons.  A  DD  Too  account 
that  is  free  or  low-cost  and  that  improves  access  for 
low-  or  moderate-income  persons  to  financial  services 
would  be  comparable  to  a  lifeline  account  and  therefore 
could  qualify  as  a  community  development  service. 

B.  Alternative  Delivery  System 

Examiners  also  could  consider  a  retail  institution’s  pro¬ 
vision  of  electronic  banking  services  as  an  alternative 
system  for  delivering  retail  banking  services.  An  alter¬ 
native  delivery  system  includes,  for  example,  ATMs, 
banking  by  telephone  or  computer,  loan  production 
offices,  and  bank-at-work  or  bank-by-mail  programs. 
12  CFR  25.24(d)(3),  228.24(d)(3),  345.24(d)(3),  and 
563e. 24(d)(3).  An  alternative  delivery  system  would 
also  include  some  components  of  DD  Too,  such  as 
electronic  deposit  and  electronic  debit. 

The  consideration  given  to  a  financial  institution’s  pro¬ 
vision  of  an  alternative  delivery  system  depends  on  the 
availability  and  effectiveness  of  the  system  in  serving 
low-  or  moderate-income  areas  and  persons.  12  CFR 
25.24,  228.24,  345.24,  and  563e.24  (1996).  A  large 
institution’s  use  of  alternative  delivery  systems  is  evalu¬ 
ated  under  the  service  test.  Id.  If  a  small  institution 
elects,  its  performance  in  providing  delivery  systems 
that  enhance  credit  availability  in  its  assessment  area, 
including  alternative  delivery  systems,  is  considered  to 
determine  whether  the  institution  merits  an  “outstand¬ 
ing”  rating.  See  12  CFR  25  app.  A(d)(2),  pt.  228  app. 
A(d)(2),  pt.  345  app.  A(d)(2),  and  pt.  563e  app.  A(d)(2) 
(1996).  Finally,  institutions  evaluated  on  the  basis  of  a 
strategic  plan  might  include  use  of  alternative  delivery 
systems  in  their  plans.  See  12  CFR  25.27,  228.27, 
345.27,  and  563e.2 7  (1996).  Retail  banking  services, 
including  alternative  delivery  systems,  are  not  consid¬ 
ered  in  the  evaluation  of  wholesale  or  limited  purpose 
institutions,  which  are  evaluated  under  the  community 
development  test.  See  12  CFR  25.25,  228.25,  345.25, 
and  563e.25  (1996). 

III.  Mandatory  Electronic  Fund  Transfer 

Your  letter  predates  by  one  day  the  passage  of  a  federal 
law  that  requires  all  federal  payments  to  be  made 
electronically.  The  Omnibus  Appropriations  Act  of 
19963  includes  provisions  that  require  all  federal  pay¬ 


3Pub  L  No.  104-134, 142Cong.  Rec  H3942  (daily  ed  April  25, 1996) 
(to  be  codified  at  31  US  C  3332(f)(1)). 


ments  made  after  January  1,  1999,  to  be  made  elec¬ 
tronically  to  a  financial  institution  or  another  agent 
authorized  by  the  recipient  to  receive  the  payments. 
The  law  authorizes  the  Secretary  of  the  Treasury  to 
prescribe  regulations  to  ensure  that  federal  payment 
recipients  required  to  have  an  account  at  a  financial 
institution  to  receive  the  electronic  funds  transfer  will 
have  access  to  an  account  at  a  “reasonable  cost.” 

This  law  may  affect  the  DD  Too  program  and  the  CRA 
issues  presented  by  your  inquiry.  Assuming  that  a 
financial  institution  is  required  to  provide  an  account  for 
the  direct  deposit  of  federal  payments,  as  a  general 
matter,  that  institution  would  be  providing  a  community 
development  service  if  the  account  is  targeted  to  low- 
or  moderate-income  persons.  However,  the  weight 
given  to  provision  of  a  government-mandated  account 
would  depend  on  other  factors  in  the  CRA  rules.  For 
example,  the  effect  on  a  large  financial  institution’s  CRA 
rating  of  this  community  development  service  would 
depend  on  the  innovativeness  and  the  responsiveness 
of  the  service  to  community  needs.  It  appears  unlikely, 
however,  that  examiners  would  consider  the  provision 
of  a  government-mandated  account  to  be  innovative  or 
responsive  to  the  particular  needs  of  an  institution’s 
community. 

Further,  as  a  general  matter,  an  institution  that  provides 
for  the  electronic  deposit  and  debit  of  federal  payments 
pursuant  to  the  new  law  could  be  considered  to  be 
providing  an  alternative  delivery  system,  which  would 
be  evaluated  based  on  the  availability  and  effective¬ 
ness  of  the  system  in  delivering  retail  banking  services 
in  low-  and  moderate-income  areas  and  to  low-  and 
moderate-income  persons. 

I  trust  that  this  letter  has  been  responsive  to  your  inquiry. 
The  financial  supervisory  agencies  will  consider  incor¬ 
porating  this  guidance  into  the  formal  written  guidance 
on  the  new  CRA  regulation  that  is  being  developed  by 
the  staffs  of  the  agencies. 

Matthew  Roberts 
Director 

Community  and  Consumer  Law  Division 

★  ★  ★ 
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729  — July  1996 


Dear  Sir/Madam: 

This  letter  responds  to  your  correspondence  of  May  28, 
1 996,  which  attempted  to  memorialize  our  May  8,  1 996, 
telephone  conversation.  We  had  discussed  how  an 
institution  should  collect  and/or  report  the  location  of 
small  business  and  consumer  loans,  for  Community 
Reinvestment  Act  (CRA)  purposes,  when  the  loans  are 
made  to  borrowers  with  addresses  consisting  of  post 
office  boxes. 

During  our  conversation,  I  understood  that  we  were 
discussing  the  situation,  which  may  occur  in  rural  ar¬ 
eas,  in  which  small  businesses  or  consumers  have  no 
street  addresses  and,  thus,  can  provide  their  lenders 
with  only  rural  route  numbers  and  box  numbers  or  post 
office  box  numbers.  In  such  instances,  institutions 
should  geocode  the  locations*  of  these  loans  by  town, 
state,  and  zip  code.  The  location  of  the  post  office  will 
serve  as  a  proxy  for  the  location  of  the  small  business 
or  consumer. 

In  most  cases,  however,  small  businesses  and  consum¬ 
ers  have  street  addresses  in  addition  to  post  office  box 
numbers  or  rural  route  and  box  numbers.  Generally, 
institutions  should  ask  their  customer  to  provide,  in  the 
case  of  a  small  business  or  farm  loan,  the  street  ad¬ 
dress  of  the  main  business  facility  or  farm  or  location 
where  the  loan  proceeds  otherwise  will  be  applied  and, 
in  the  case  of  a  consumer  loan,  the  street  address  of 
the  residence  of  the  borrower.  See  12  CFR  25. 1 2(p)(  1 ) 
&  (3),  228. 1 2(p)(  1 )  &  (3),  345.12(p)(1)  &  (3),  and 
563e.12(o)(1)  &  (3). 

Once  the  institution  receives  the  information  that  the 
customer  provides,  it  should  collect,  geocode  and  re¬ 
port  the  loan  location  based  on  the  information  that  is 
provided  by  the  customer.  If  a  customer  does  not 
provide  a  street  address,  the  institution  may  collect  and 
report  based  on  the  information,  e.g.,  the  post  office 
box  or  rural  route  and  box  number,  that  the  customer 
provided. 

As  you  know,  the  four  bank  and  thrift  supervisory  agen¬ 
cies  have  promulgated  substantively  identical  CRA 


*i'  st  f  jtiorv,  that  are  required  to  collect  and,  for  some  types  of  loans, 
report  loan  information  must  collect  and  report  the  "loan  location." 

oar  ocatior  is  defined  in  12  CFR  25  I2(p),  228  I2(p),  345  I2(p) 
4  -V>3e  1 2(o)  A  loan  is  located  in  a  “geography,"  which  means  “a 
census  tract  or  block  numbering  area  delineated  by  the  United  States 
•'  jrc-iu  of  ft  e  Census  in  the  most  recent  decennial  census  "  12  CFR 
2b  126)  ?28  126),  845  12(1)  4  563e  12(k)  Institutions  subject  to  the 
data  so  notion  md  reporting  provisions,  therefore,  must  geocode 
oar  locations  by  census  tract  or  block  numbering  area 


regulations.  Therefore,  staff  from  all  of  the  agencies 
have  considered  your  issue,  and  they  concur  in  the 
opinions  expressed  in  this  letter. 

I  hope  this  letter  clarifies  my  advice.  You  may  also  be 
interested  to  know  that  the  staffs  of  the  four  agencies 
are  presently  developing  written  guidance  to  assist  in 
resolving  interpretive  questions  arising  under  the  new 
CRA  regulations. 

Matthew  Roberts 
Director 

Community  and  Consumer  Law  Division 

★  ★  -k 


730  — July  1996 


Dear  Sir/Madam: 

I  am  writing  in  response  to  your  April  17,  1996  letter  to 
the  Office  of  the  Comptroller  of  the  Currency  (OCC)  on 
behalf  of  the  bank  in  which  you  seek  our  concurrence 
that  loans  proposed  by  the  bank  to  an  unaffiliated 
distributor  of  mutual  funds  would  not  be  subject  to  the 
interaffiliate  lending  restrictions  contained  in  12  USC 
371c.  Based  on  the  information  and  representations  set 
forth  in  your  letter,  the  OCC  concurs  with  your  conclu¬ 
sion  that  the  loan  transactions  you  describe  will  not  be 
subject  to  section  371c. 

Proposed  Transactions 

The  bank,  a  wholly-owned  subsidiary  of  the  corporation, 
currently  controls  a  broker-dealer  subsidiary,  the  broker¬ 
age  and  a  general  partnership  that  is  the  investment 
adviser  for  the  bank’s  existing  mutual  fund  clients.  The 
bank  is  now  considering  the  acquisition  of  a  second 
mutual  fund  investment  adviser  that  is  not  presently  affili¬ 
ated  with  a  bank  (the  “adviser”).  If  acquired,  the  adviser 
would  either  be  held  as  a  separate,  wholly-owned  sub¬ 
sidiary  of  the  bank  or  be  combined  with  the  other  subsidi¬ 
ary.  The  mutual  funds  advised  by  the  adviser  (the 
"investment  companies")  would  retain  an  independent 
distributor  that  is  not  affiliated  with  the  bank  to  provide 
distribution  services  (the  "distributor").  The  distributor 
would  enter  into  arrangements  with  various  broker-deal¬ 
ers  (the  “selling  brokers")  to  sell  as  agent  for  their  custom¬ 
ers  shares  of  the  investment  companies  under  the 
"back-end  load’VCIass  B  shares  structure.  One  of  the 
selling  brokers  would  be  the  brokerage.1 


'[  ]  would  not  enter  into  such  arrangements 
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The  investment  companies  principally  use  a  “back-end 
load  structure”  to  sell  shares  (which  are  typically  re¬ 
ferred  to  as  “Class  B”  shares).  Under  this  structure,  the 
distributor  pays  to  the  selling  broker  a  commission  at 
the  time  of  sale  of  3  or  4  percent  of  the  current  net  asset 
value  of  the  shares  being  purchased  (“retail  commis¬ 
sion”).  There  is  no  sales  charge  imposed  on  the  investor 
at  the  time  of  purchase.  There  is,  however,  a  sales 
charge  imposed  on  the  investor  at  the  time  the  shares 
are  redeemed.  This  charge  is  called  a  “contingent 
deferred  sales  charge”  or  “CDSC”  and  is  payable  by 
the  investor  to  the  selling  broker,  which  is  obligated  to 
repay  it  to  the  distributor. 

The  mutual  funds  using  this  “back-end  load  structure” 
and  offering  Class  B  shares  have  adopted  “distribution 
plans”  under  Rule  12b- 1  of  the  Investment  Company 
Act  of  1940.  Pursuant  to  these  distribution  plans,  the 
mutual  funds  compensate  the  distributor  for  its  serv¬ 
ices,  including  the  payment  of  the  retail  commission, 
through  the  payment  of  an  ongoing  annual  distribution 
fee  (i.e. ,  a  12b-1  fee).  The  annual  distribution  or  I2b-1 
fee  paid  by  the  mutual  fund  to  the  distributor  may  be  as 
much  as  .75  percent  of  the  net  asset  value  of  the  mutual 
fund’s  Class  B  shares.  In  essence,  the  distributor  ad¬ 
vances  the  retail  commission  to  the  selling  broker  in 
anticipation  of  being  compensated  over  time  for  that 
advance  through  a  combination  of  the  CDSCs  and  the 
annual  12b-1  fees. 

To  finance  the  retail  commissions,  the  bank  proposes 
to  make  loans  (the  “loans”)  either  to  the  distributor  or  to 
a  wholly-owned  subsidiary  of  the  distributor  which  pro¬ 
vides  distribution  services  only  for  mutual  funds  ad¬ 
vised  by  the  adviser.  The  proceeds  from  the  loans 
would  be  used  to  pay  retail  commissions  and  other 
expenses  of  the  distributor.  The  loans  would  be  on 
market  terms.  As  security  for  the  loans,  the  distributor 
would  pledge  its  rights  under  its  distribution  contract 
with  the  investment  companies  to  receive  future  distri¬ 
bution  fees  and  its  right  to  receive  CDSCs.  The  1 2b- 1 
fees  and  the  CDSCs  would  be  expected  to  provide  the 
funds  to  repay  the  interest  and  principal  on  such  loans. 
The  bank  may  also  receive,  in  addition  to  the  stated 
interest  on  the  loans  and  the  return  of  principal,  an 
amount  up  to  the  amount  by  which  the  12b-1  fees  and 
CDSCs  received  exceed  the  distributor’s  payments  of 
interest  and  principal  and  the  distributor’s  service 
charges. 

Legal  Analysis 

You  have  asked  whether  the  loans  would  be  subject  to 
the  interaffiliate  transaction  restrictions  contained  in 
12  USC  371c.  Section  371c  imposes  quantitative  and 
qualitative  restrictions  on  a  bank’s  “covered  transac¬ 
tions”  with  any  "affiliate."  The  term  “covered  transac¬ 


tions”  includes,  among  other  things,  loans  or  exten¬ 
sions  of  credit  to  affiliates.  The  statute  further  provides 
that  a  transaction  by  a  member  bank  with  any  person 
shall  be  deemed  a  transaction  with  an  affiliate  “to  the 
extent  that  the  proceeds  ...  are  used  for  the  benefit,  or 
transferred  to,  that  affiliate.”2  Thus,  an  analysis  of  the 
interaffiliate  lending  restrictions  begins  with  the  issue  of 
whether  the  loans  made  by  the  bank  to  the  distributor 
are  deemed,  either  directly  or  by  attribution  under 
section  37 1  c(a)(2)  to  constitute  a  “covered  transaction” 
with  an  “affiliate.” 

The  term  “affiliate”  is  defined,  for  purposes  of  section 
371c,  as  a  company  that  controls  the  member  bank  or 
a  subsidiary  of  that  controlling  company,  a  bank  sub¬ 
sidiary  of  a  member  bank,  a  company  that  is  controlled 
for  the  benefit  of  the  shareholders  of  the  member  bank, 
a  company  with  an  interlocking  majority  of  directors 
with  the  member  bank,  or  any  investment  company 
which  the  member  bank  or  its  affiliate  advises.3  The 
loan  to  the  distributor  is  not  subject  to  section  371c 
because  the  distributor  is  not  an  affiliate  of  the  bank. 
Neither  the  bank  nor  the  corporation  (collectively  with 
the  bank)  owns  any  shares  of  the  distributor,  and  the 
distributor  does  not  otherwise  fall  within  the  definition 
of  “affiliate.”  Thus,  no  direct  “affiliate"  relationship  exists 
between  the  bank  and  the  distributor. 

Upon  receipt,  the  distributor  uses  the  proceeds  to  pay 
retail  commissions  to  the  selling  brokers.  As  noted 
above,  section  371c(a)(2)  requires  a  loan  to  a  third 
party,  such  as  the  distributor,  to  be  attributed  to  any 
affiliate  that  receives  the  loan  proceeds  or  the  benefit 
of  those  proceeds.  In  this  case,  however,  none  of  the 
selling  brokers  is  an  “affiliate”  of  the  bank.  All  but  one 
of  the  selling  brokers  have  no  relationship  with  the  bank. 
The  bank  does  not  own  any  of  their  stock,  and  they  do 
not  otherwise  fall  within  the  definition  of  “affiliate.”  One 
selling  broker,  the  brokerage,  is  a  subsidiary  of  the 
bank.  Section  371c(b)(2)(A),  however,  specifically  ex¬ 
cludes  from  the  definition  of  affiliate  “any  company, 
other  than  a  bank,  that  is  a  subsidiary  of  a  member 
bank.  .  .  .”  Accordingly,  even  though  the  brokerage  will 
receive  the  proceeds  of  the  bank’s  loan  to  the  distribu¬ 
tor,  section  371c  does  not  apply  to  restrict  the  transac¬ 
tion.4 

The  final  issue  is  whether  the  loans  are  attributable  to 
the  investment  companies  under  section  371c(a)(2). 
Section  371  c(b)  defines  as  “affiliates"  investment  com¬ 
panies  for  which  a  bank  or  any  of  its  affiliates  acts  as 


212  USC  371c(a)(2). 

312  USC  37 1  c(b)(  1 ). 

4Similarly,  even  if  the  advisor  were  to  receive  any  benefit  of  the  loan 
proceeds,  as  a  nonbank  subsidiary  of  a  member  bank,  the  advisor 
also  is  excluded  from  the  definition  of  "affiliate 
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investment  adviser.  Thus,  the  plain  language  of  the 
statute  does  not  include  within  the  definition  of  “affiliate” 
an  investment  company  advised  by  a  subsidiary  of  a 
member  bank.5 

Moreover,  even  if  the  investment  companies  were  re¬ 
garded  as  “affiliates”  of  the  bank,  no  loan  proceeds  will 
be  used  for  the  benefit  of  the  investment  companies  in 
any  direct  or  tangible  manner.  While  the  success  of  the 
distributor  and  selling  brokers  results  in  increased  sales 
of  shares  of  the  investment  companies  and  thus  growth 
in  the  size  of  the  investment  companies,  it  is  unclear 
how  this  is  a  benefit  to  the  investment  companies 
themselves.  Even  if  a  form  of  benefit  exists,  it  is  intan¬ 
gible  and  impossible  to  quantify,  and  therefore  not  the 
type  of  benefit  contemplated  by  the  statute.  Accord¬ 
ingly,  the  making  of  the  loan  does  not  result  in  a  “cov¬ 
ered  transaction”  with  an  “affiliate”  with  respect  to  the 
investment  companies.6 

Conclusion 

Because  the  bank’s  loan  to  the  distributor  does  not 
constitute  a  covered  transaction  with  an  affiliate  of  the 
bank,  I  conclude  that  none  of  the  transactions  de¬ 
scribed  above  are  subject  to  1 2  USC  371c.  The  opinion 
expressed  herein,  however,  relates  solely  to  applicabil¬ 
ity  of  12  USC  371c  to  the  bank  and  the  transactions 
described  in  your  letter.  I  express  no  opinion  as  to  the 
role  of  the  holding  company  or  the  brokerage  and  any 
associated  legal  or  supervisory  issues,  or  on  federal 
securities  law  requirements  that  may  apply  to  the  pro¬ 
posed  arrangement.  Any  change  in  the  structure  of  the 
transactions  you  describe  may  require  a  different  con¬ 
clusion. 

Julie  L.  Williams 
Chief  Counsel 

★  ★  ★ 


See  12  USC  37 1  c(b)(  1  )(D)(ii) 

®Ths  reading  of  the  statute  is  consistent  with  the  attribution  rules 
r. or  tamed  in  Regulation  O  and  the  National  Bank  Act’s  lending  limits 
The  attribution  rule  in  Regulation  O  refers  to  "tangible  economic 
benefit  12  USC  215  3(f)  The  attribution  rule  applicable  to  the 
er  d  r  g  limit  restrictions  contained  in  12  USC  84  requires  a  "direct 
economic  benefit  12  CFR  32  5(b)  Although  section  371c  does  not, 
by  its  terms  require  the  "benefit"  to  an  affiliate  to  be  "direct," 
'tangible  or  even  ’economic,"  the  OCC  historically  has  construed 
seotior  371c(aK2)  in  a  manner  that  is  consistent  with  the  attribution 
rules  k  Regulation  O  and  the  OCC's  lending  limit  rules 


731  —  July  1996 


Re:  Authority  of  [Bank]  to  Bid  on  The  E-Z  Pass 

System  and  to  Perform  the  Contract  by  Means  of 
an  Operating  Subsidiary 

Dear  Sir/Madam: 

This  responds  to  your  letter,  dated  May  31,  1996,  re¬ 
questing  confirmation  of  telephone  conversations  you 
had  with  attorneys  on  my  staff  regarding  the  referenced 
issue.  Specifically,  you  discussed  whether  the  bank 
would  be  authorized  to  enter  into  a  contract  with  a 
public  authority  to  operate  on  behalf  of  the  public 
authority  an  electronic  toll  collection  (“ETC”  or  “E-Z 
Pass”)  system.  At  this  time,  the  bank  has  been  pre¬ 
qualified  as  one  of  the  bidders  to  obtain  this  contract. 
After  the  submission  of  the  bid  on  July  15,  1996,  but 
prior  to  executing  a  contract,  the  bank  intends  to  file  an 
operating  subsidiary  notification  with  the  OCC.  Be¬ 
cause  the  bank  is  obligated  to  proceed  with  the  con¬ 
tract,  in  the  event  the  bank  is  the  winning  bidder,  you 
requested  confirmation  in  writing  that  the  proposal  is 
legally  permissible  for  the  bank  and  the  operating 
subsidiary. 

The  Proposal 

The  bank  would  enter  into  a  contract  with  a  public 
authority  that  is  acting  on  behalf  of  itself  and  other 
public  authorities  (the  “consortium,”  who  are  also  mem¬ 
bers  of  the  E-Z  Pass  Interagency  Group)  to  implement 
the  ETC  system  throughout  the  roadways  and  facilities 
operated  by  the  consortium.  The  bank  would  not  be 
involved  in  financing  the  project,  which  is  to  be  funded 
by  the  consortium,  nor  would  the  bank  own  the  facilities 
and  equipment.  The  ETC  system  would  allow  toll  road 
patrons  to  use  a  transponder  tag  attached  to  the  vehi¬ 
cles  to  be  scanned  by  reader  equipment  for  patron 
account  identification  while  the  vehicles  pass  through 
reader-equipped  toll  lanes.  The  contract  specifies  the 
transponder  and  reader  equipment  manufacturer  but 
the  bidder  is  required  to  design,  furnish  and  install  the 
ETC  equipment  at  modified  toll  plazas.  The  winning 
bidder  is  also  required  to  design,  implement  and  oper¬ 
ate  a  customer  service  center  (CSC)  to  manage  toll 
road  patron  E-Z  Pass  accounts  for  all  consortium  mem¬ 
bers.  The  ETC  system  is  intended  to  interact  with  the 
ETC  systems  of  the  E-Z  Pass  Interagency  Group,  in¬ 
cluding  the  road  agencies  of  other  states  in  the  region, 
so  as  to  introduce  and  standardize  ETC  in  the  region 
The  E-Z  Pass  system  permits  identification  of  toll  road 
patron  vehicles  and  the  automatic  debiting  of  the  pre¬ 
paid  balance  in  their  E-Z  Pass  accounts  by  means  of 
information  transmitted  to  and  received  from  the  CSC 


70  Quarterly  Journal,  Vol.  15,  Mo.  4,  December  1996 


The  toll  road  patrons'  E-Z  Pass  accounts  are  main¬ 
tained  by  the  bank  as  agent  for,  and  on  behalf  of,  the 
consortium.  The  winning  bidder  is  required  to  provide 
the  CSC  computer  system  as  a  complete  operational 
system  with  all  necessary  hardware  and  software  com¬ 
ponents  required  for  operation.  As  winning  bidder,  the 
bank  would  be  expected  to  operate  the  CSC  for  an 
initial  period  of  seven  years. 

The  CSC  must  consist  of  a  processing  center  and  an 
adequate  number  of  walk-in  facilities  to  administer  the 
E-Z  Pass  accounts  (e.g.,  inquiries,  new  enrollments, 
payments,  account  statements),  interface  with  consor¬ 
tium  and  non-consortium  members’  ETC  systems  (e.g., 
ETC  toll  transactions  and  exception  and  audit  informa¬ 
tion),  provide  marketing  services  (e.g.,  deposits,  return 
items,  investments,  reconciliations),  and  provide  viola¬ 
tion  enforcement  imaging  processing.  The  CSC  will 
handle  customers  by  attended  telephone,  automated 
voice/response,  mail,  facsimile,  and  in  person.  In  addi¬ 
tion  to  operating  the  separate  processing  center,  the 
bank  intends  to  use  its  branches  for  walk-in  facilities  to 
provide  information  about  the  system,  distribute  E-Z 
Pass  account  applications,  enroll  customers  and  issue 
tags,  accept  payments,  issue  tag  replacements,  pro¬ 
vide  account  balances  and  status  information,  and 
resolve  disputed  items.  In  the  performance  of  these 
activities,  particularly  accepting  payments  for  the  E-Z 
Pass  accounts,  the  bank  is  acting  as  agent  for  the 
consortium  and  not  as  principal.  E-Z  Pass  accounts  are 
not  bank  deposit  accounts  for  the  toll  patrons,  but 
instead  represent  a  record  of  prepaid  tolls  collected 
and  held  by  the  bank  on  behalf  of  the  consortium. 
Under  the  terms  of  the  E-Z  Pass  system,  the  toll  patron’s 
prepaid  balance  is  reduced  or  debited  each  time  the 
patron  passes  through  a  reader  equipped  toll  plaza. 
Toll  road  patrons  will  periodically  replenish  their  prepaid 
balances  for  their  E-Z  Pass  accounts.  The  collected 
funds  are  deposited  in  or  transmitted  to  a  bank  account 
for  the  consortium. 

In  addition  to  the  requirement  to  design,  arrange  for 
construction  of  and  operate  the  CSC,  the  winning  bid¬ 
der  is  required  to  perform  toll  plaza  infrastructure  and 
toll  lane  traffic  flow  modifications  in  order  to  implement 
the  E-Z  Pass  system  and  to  integrate  the  ETC  data  into 
existing  toll  audit  systems.  This  will  require  furnishing 
and  installing  the  ETC  equipment  and  computers,  toll 
plaza  and  advance  signing,  plaza/ramp  striping  plans, 
operational  plans  for  plaza  and  ramp  operation  and 
disaster/equipment  failure  contingency  plans,  and  pro¬ 
viding  a  communications  system.  Finally,  the  bank  may 
also  propose  as  part  of  its  bid  the  technology  to  issue 
and  use  Smart  Cards  as  an  optional  identification  de¬ 
vice  for  toll  road  patrons  that  would  operate  as  a  sub¬ 
stitute  for  the  transponder  tags  and  trigger  a  debit  of 
the  patron’s  prepaid  balance  in  the  E-Z  Pass  account. 


Should  it  be  the  winning  bidder,  the  bank  proposes  to 
assign  the  contract  to,  if  permitted  by  the  consortium, 
or  have  the  contract  performed  under  subcontract  by, 
a  wholly-owned  operating  subsidiary  of  the  bank.  Re¬ 
quired  design,  construction  and  equipment  installation 
would  be  performed  by  recognized  and  qualified  sub¬ 
contractors  who  would  indemnify  the  bank  and  the 
subsidiary  to  the  maximum  extent  for  any  claims  attrib¬ 
utable  to  the  work  of  each  of  the  subcontractors.  In 
addition,  the  bank  and  the  subsidiary  will  maintain 
general  liability  insurance  as  appropriate  under  the 
circumstances.  The  primary  value  to  the  bank  in  bid¬ 
ding  on  the  contract  is  the  operation  of  the  CSC  for  the 
initial  seven-year  period  which  would  be  conducted  by 
the  bank  and/or  the  subsidiary  and  the  possibility  of 
issuing  and  utilizing  Smart  Card  technology. 

Legal  Analysis 

Permissibility 

The  National  Bank  Act,  in  relevant  part,  provides  that 
national  banks  shall  have  the  power: 

[t]o  exercise  ...  all  such  incidental  powers  as  shall 
be  necessary  to  carry  on  the  business  of  banking; 
by  discounting  and  negotiating  promissory  notes, 
drafts,  bills  of  exchange,  and  other  evidences  of 
debt;  by  receiving  deposits;  by  buying  and  selling 
exchange,  coin,  and  bullion;  by  loaning  money  on 
personal  security;  and  by  obtaining,  issuing,  and 
circulating  notes  ... 

12  USC  24(Seventh). 

The  Supreme  Court  has  held  that  the  powers  clause  of 
12  USC  24(Seventh)  is  a  broad  grant  of  power  to 
engage  in  the  business  of  banking,  including  but  not 
limited  to  the  enumerated  powers  and  the  business  of 
banking  as  a  whole.  See  NationsBank  of  North  Caro¬ 
lina,  N.A.  v.  Variable  Life  Annuity  Co.,  115  S.Ct.  810 
(1995)  ( VALIC ).  Judicial  cases  reflect  three  general 
principles  used  to  determine  whether  an  activity  is 
withing  the  scope  of  the  “business  of  banking”:  (1)  is 
the  activity  functionally  equivalent  to  or  a  logical  out¬ 
growth  of  a  recognized  banking  activity;  (2)  would  the 
activity  respond  to  customer  needs  or  otherwise  benefit 
the  bank  or  its  customers;  and  (3)  does  the  activity 
involve  risks  similar  in  nature  to  those  already  assumed 
by  banks.  See,  e.g.,  Merchants’  Bank  v.  State  Bank,  77 
U.S.  604,  648  (1871)  (certification  of  checks  has  grown 
out  of  the  business  needs  of  the  country  and  involves 
no  greater  risk  than  a  bank  giving  a  certificate  of 
deposit);  M&M  Leasing  Corp.  v.  Seattle  First  Nat.  Bank, 
563  F.2d  1377,  1382-83  (9th  Cir.  1977),  cert,  denied, 
436  U.S.  987  (1978)  (personal  property  lease  financing 
is  “functionally  interchangeable”  with  the  exprr 
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power  to  loan  money  on  personal  property);  American 
Insurance  Association  v.  Clarke,  865  F.2d  278,  282 
(D  C  Cir  1988)  (standby  credits  to  insure  municipal 
bonds  is  “functionally  equivalent”  to  the  issuance  of  a 
standby  letter  of  credit).  Further,  as  established  by  the 
Supreme  Court  in  VALIC ,  national  banks  are  authorized 
to  engage  in  an  activity  if  it  is  incidental  to  the  perform¬ 
ance  of  the  five  enumerated  powers  in  section  24(Sev- 
enth)  or  if  it  is  incidental  to  the  performance  of  an  activity 
that  is  part  of  the  business  of  banking. 

It  is  well  established  that  a  national  bank  or  its  operating 
subsidiary1  may  provide  data  processing  to  perform 
services  expressly  or  incidentally  authorized  to  national 
banks.  See  OCC  Interpretive  Letter  No.  677  (June  28, 
1995)  reprinted  in  [1994-1995  Transfer  Binder]  Fed. 
Banking  L.  Rep.  (CCH)  H  83.625.  Moreover,  the  recent 
revision  and  renumbering  of  the  OCC  Interpretive  Rul¬ 
ing  stating  this  authority,  12  CFR  7.3500  (1995),  recog¬ 
nizes  the  rapid  advancement  of  technology  and 
authorizes  a  national  bank  to  “perform,  provide,  or 
deliver  through  electronic  means  and  facilities  any  ac¬ 
tivity,  function,  product,  or  service  that  it  is  otherwise 
authorized  to  perform,  provide  or  deliver.”  Seethe  new 
regulation  at  12  CFR  7.1019  (1996). 

The  collection  and  processing  activities  that  the  bank 
proposes  to  perform  for  the  consortium  are  clearly  part 
of  the  business  of  banking.  The  Supreme  Court  has 
established  that  1 2  USC  24(Seventh)  permits  a  national 
bank  to  “do  those  acts  and  occupy  those  relations 
which  are  usual  or  necessary  in  making  collections  of 
commercial  paper  and  other  evidences  of  debt”  for  its 
customers.  Miller  v.  King,  223  U.S.  505,  510  (1912) 
(finding  that  a  national  bank  may  collect  a  judgment  for 
its  customer,  and  may  also  sue  the  bank’s  attorney  in 
order  to  recover  misused  proceeds  of  the  judgment). 
The  activities  associated  with  the  operation  of  the  CSC 
and  the  activities  conducted  at  the  walk-in  facilities 
(including  toll  road  patron  tag  issuance  and  E-Z  Pass 
account  initiation,  processing  payments  and  account 
management  on  behalf  of  the  consortium,  and  the 
possible  issuance  of  the  alternate  identification  and 
debit  system  by  means  of  a  Smart  Card)  essentially  are 
financial  management  services  for  a  customer  (the 
consortium)  involving  collection  and  remittance  of 
funds.  In  effect,  the  bank/subsidiary  in  operating  the 
CSC  is  acting  as  agent  for  the  consortium  in  collecting 
prepaid  tolls  from  the  toll  road  patrons  who  obtain  the 
tags  and  set  up  E-Z  Pass  accounts. 

Moreover,  the  described  activities  are  similar  to  those 
upheld  in  Corbett  v  Devon,  12  III  App.3d  559,  299 

'xjch  ;ir,tivi?ies  that  rito  part  of  or  incidental  to  the  business  of 
b  r  k  •  j  "  a  /  also  bo  earned  out  by  meaTis  of  an  operating  subsidiary 
12  CFR  5  34(c) 


N.E.2d  521  (App.  Ct.  1st  Cir.  1973),  where  the  court 
found  that  national  banks’  participation  in  Illinois’  pro¬ 
gram  for  motor  vehicle  license  validation  and  renewal 
and  the  distribution  of  license  plates,  remitting  fees  to 
the  state,  was  not  ultra  vires.  The  court  stated  that  banks 
“are  assisting  in  the  performance  of  a  public  service,  a 
large  part  of  which  is  intimately  connected  with  the 
ordinary  and  traditional  banking  function  of  collecting 
and  remitting  funds  for  other  parties.”  Corbett,  299 
N.E.2d  at  529. 

Similarly,  the  bank’s  or  subsidiary’s  operation  of  the 
CSC  and  the  use  of  the  bank’s  branches  as  walk-in 
facilities  to  conduct  the  ETC  system  activities  are  part 
of  its  banking  business  and,  therefore,  legally  permis¬ 
sible.  Under  any  of  the  three  general  standards  for 
determining  the  scope  of  the  business  of  banking, 
collection  and  remittance  activities  are  permitted  to  be 
performed,  provided  and  delivered  through  electronic 
means  and  facilities  by  the  new  regulation.  First,  these 
activities  are  clearly  functionally  equivalent  to  or  a  logi¬ 
cal  outgrowth  of  recognized  banking  functions,  as  ac¬ 
knowledged  by  the  judicial  precedent.  See  Miller  v. 
King  and  Corbett  v.  Devon  supra.  Second,  the  bank’s 
performance  of  these  activities  will  benefit  the  bank  and 
its  customers,  both  the  consortium  and  the  toll  road 
patrons  who  can  use  the  bank’s  many  branches  to 
enroll  in  and  use  the  E-Z  Pass  system.  The  bank  will 
benefit  from  a  new  source  of  revenue  for  operating  the 
CSC  and  may  develop  new  customer  relationships 
among  enrolled  E-Z  Pass  users  for  its  own  banking 
products  and  services.  Finally,  the  risks  to  the  bank  in 
operating  the  CSC  are  the  same  risks  associated  with 
permissible  collection  and  remittance  operations  the 
bank  performs  for  other  customers,  e.g.,  lockbox  op¬ 
erations  in  which  the  bank  collects  funds  for  crediting 
to  the  customers’  accounts.  Accordingly,  these  activi¬ 
ties  are  within  the  scope  of  the  business  of  banking, 
may  be  performed  by  electronic  means  and  facilities, 
and,  thus,  are  legally  permissible. 

Incidental  to  these  permissible  banking  activities  is  the 
ability  to  arrange  for,  by  means  of  subcontracting,  the 
one-time  design,  construction,  and  installation  of  facili¬ 
ties  and  equipment  necessary  to  conduct  the  activities. 
As  part  of  the  bid  package  required  by  the  consortium, 
and  in  order  to  obtain  the  contract  to  operate  the  ETC 
system  at  least  for  seven  years,  the  bank  is  required  to 
arrange  for  the  one-time  design,  construction  and  in¬ 
stallation  of  the  facilities  and  equipment  necessary  to 
render  the  ETC  system  operational.  Consequently,  the 
ability  of  the  bank  to  arrange  for  others  to  perform  the 
nonbanking  activities  is  integral  to  the  bid  process  to 
obtain  the  contract  for  operation  of  the  banking-related 
activities.  At  no  time  will  the  bank  perform  these  engi 
neering  and  construction  activities;  instead,  the  bank 
will  arrange  for  the  performance  of  these  activities  by 
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•  The  articles  of  incorporation  of  the  company 
will  be  restated  to  limit  its  activities  to  those 
permissible  for  national  banks. 

•  If  the  bank  decides  at  any  time  that  the  com¬ 
pany  is  engaging  in  activities  impermissible 
for  national  banks,  it  may  demand  redemption 
of  the  series  B  common  stock. 

•  As  holder  of  series  B  common,  the  bank  will 
be  entitled  to  vote  by  series  on  (and  effec¬ 
tively  veto)  changes  in,  among  other  things, 
the  rights  or  number  of  series  B  common  or 
series  A  preferred  and  series  B  preferred,  the 
creation  of  new  classes  or  series  of  shares 
having  preferences  superior  or  equal  to  those 
of  series  B  common  or  series  A  preferred  and 
series  B  preferred  shares,  and  any  change  in 
the  provision  of  the  articles  of  incorporation 
according  such  voting  rights. 

Analysis 

The  bank’s  plan  to  purchase  a  5.5  percent  interest  in 
the  company  initially  raises  the  issue  of  the  authority  of 
a  national  bank  to  hold  a  minority  interest  in  a  corpora¬ 
tion.  A  recent  OCC  interpretive  letter  extensively  ana¬ 
lyzed  the  authority  of  national  banks  under  12  USC 
24(Seventh)  to  own  stock,  and  reviewed  OCC  prece¬ 
dents  on  the  ownership  of  stock  in  amounts  less  than 
that  required  for  an  operating  subsidiary,  i.e.,  noncon¬ 
trolling  stock  investments.  Interpretive  Letter  No.  697, 
[Current]  Fed.  Banking  L.  Rep.  (CCH)  1]  81-013  (Nov. 
15,  1995).  That  letter  concluded  that  ownership  of  a 
noncontrolling  interest  in  a  corporation  is  permissible 
provided  that  four  standards,  drawn  from  OCC  prece¬ 
dents,  are  satisfied.  They  are: 

1)  The  activities  of  the  enterprise  in  which  the 
investment  is  made  must  be  limited  to  activities 
that  are  part  of,  or  incidental  to,  the  business  of 
banking; 

2)  The  bank  must  be  able  to  prevent  the  enter¬ 
prise  from  engaging  in  activities  that  do  not  meet 
the  foregoing  standard,  or  be  able  to  withdraw  its 
investment; 

3)  The  bank's  loss  exposure  must  be  limited,  as 
a  legal  and  accounting  matter,  and  the  bank  must 
not  have  open-ended  liability  for  the  obligations 
of  the  enterprise;  and 

4)  The  investment  must  be  convenient  or  useful 
to  the  bank  in  carrying  out  its  business  and  not  a 
mere  passive  investment  unrelated  to  that  bank's 
banking  business 


Each  of  these  factors  is  discussed  below  and  applied 
to  your  proposal. 

1.  The  activities  of  the  enterprise  in  which  the  invest¬ 
ment  is  made  must  be  limited  to  activities  that  are  part 
of,  or  incidental  to,  the  business  of  banking. 

Our  precedents  on  minority  stock  ownership  have  rec¬ 
ognized  that  the  enterprise  in  which  the  bank  takes  an 
equity  interest  must  confine  its  activities  to  those  that 
are  part  of  or  incidental  to  the  conduct  of  the  banking 
business.  See,  e.g.,  Interpretive  Letter  No.  380,  [1988- 
1989  Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH) 
H  85,604  n.8  (Dec.  29,  1 986)  (since  a  national  bank  can 
provide  options  clearing  services  to  customers,  it  can 
purchase  stock  in  a  corporation  providing  options 
clearing  services);  Letter  from  Robert  B.  Serino,  Deputy 
Chief  Counsel  (Nov.  9,  1992)  (since  the  operation  of  an 
ATM  network  is  “a  fundamental  part  of  the  basic  busi¬ 
ness  of  banking,”  an  equity  investment  in  a  corporation 
operating  such  a  network  is  permissible). 

You  have  represented  that  the  company’s  activities  will 
involve  the  design  and  development  of  a  network  for 
electronic  transfers  of  funds  and  financial  information, 
along  with  the  development  and  marketing  of  related 
software.  The  OCC  previously  has  approved  the  activi¬ 
ties  the  company  will  perform. 

OCC  Interpretive  Ruling  7.1019,  Furnishing  of  prod¬ 
ucts  and  services  by  electronic  means  and  facilities, 
61  Fed.  Reg.  4849,  4865  (1996)  (to  be  codified  at  12 
CFR  7.1019),  permits  national  banks  to  provide  per¬ 
missible  services  by  electronic  means.  The  OCC  has 
permitted  a  national  bank  to  participate  in  a  commu¬ 
nications  link  between  subscribers  and  their  banks 
as  well  as  permitted  subscribers  to  communicate 
with  each  other.  Interpretive  Letter  No.  346,  [1985- 
1987  Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH)  H 
85,516  (July  31,  1985).  The  OCC  also  has  approved 
electronic  data  interchange  services  for  financial  in¬ 
formation,  Interpretive  Letter  No.  653,  [1994-1995 
Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH) 
83,601  (Dec.  22,  1994)  (informational  and  payments 
interface).  National  banks  may  use  automated  data 
processing  to  provide  billing  services  and  accounts 
receivable  services  for  itself  and  others,  Interpretive 
Letter  No.  419,  [1988-1989  Transfer  Binder]  Fed. 
Banking  L.  Rep.  (CCH)  H  85,643  (Feb.  16,  1988),  and 
engage  in  data  processing  related  to  funds  transfer 
and  cash  management,  id.  (funds  transfer);  Letter 
from  Peter  Liebesman,  Assistant  Director,  Legal  Ad¬ 
visory  Services  Division  (Dec.  13,  1985)  (cash  man¬ 
agement);  Interpretive  Letter  No.  611,  [1992-1993 
Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH)  H 
83,449  (Nov.  23,  1992)  (cash  management,  funds 
transfer). 
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Thus,  the  activities  to  be  performed  by  the  company 
are  activities  that  are  part  of  or  incidental  to  the  busi¬ 
ness  of  banking,  and  the  first  standard  is  satisfied. 

The  bank  must  be  able  to  prevent  the  enterprise  from 
engaging  in  activities  that  do  not  meet  the  foregoing 
standard,  or  be  able  to  withdraw  its  investment. 

The  activities  of  an  enterprise  in  which  a  national  bank 
invests  must  be  part  of  or  incidental  to  the  business  of 
banking  not  only  at  the  time  the  bank  initially  purchases 
stock,  but  they  must  remain  so  for  as  long  as  the  bank 
has  an  ownership  interest.  However,  minority  share¬ 
holders  in  a  corporation  do  not  possess  a  veto  power 
over  corporate  activities  as  a  matter  of  corporate  law. 
One  way  to  assure  continuing  compliance  with  the  first 
standard  is  for  the  corporation’s  articles  of  incorpora¬ 
tion  or  bylaws  to  limit  its  activities  to  those  that  are 
permissible  for  national  banks.  See,  e.g.,  Letters  from 
Peter  Liebesman,  Assistant  Director,  Legal  Advisory  Serv¬ 
ices  Division  (January  26,  1981  and  January  4,  1983). 

You  have  stated  that  the  company’s  articles  of  incorpora¬ 
tion  will  be  amended  to  limit  its  activities  to  those  permis¬ 
sible  to  national  banks.  Also,  several  other  provisions, 
described  in  the  “Background”  section  above,  provide 
additional  avenues  for  the  bank  to  ensure  that  while  it  has 
an  investment  in  the  company,  the  company’s  activities 
will  remain  permissible.  These  provisions  assure  that  the 
company  will  not  engage  in  any  activity  that  is  not  permis¬ 
sible  for  a  corporation  having  a  national  bank  shareholder. 
The  bank  effectively  will  be  able  to  prevent  the  company 
from  engaging  in  any  impermissible  activity  as  long  as  it 
continues  to  own  shares  in  the  company.  Thus,  the  sec¬ 
ond  standard  is  satisfied. 

3.  The  bank’s  loss  exposure  must  be  limited,  as  a  legal 
and  accounting  matter,  and  the  bank  must  not  have 
open-ended  liability  for  the  obligations  of  the  enter¬ 
prise. 

A  primary  concern  of  the  OCC  is  that  national  banks 
should  not  be  subjected  to  undue  risk.  Where  an  invest¬ 
ing  bank  will  not  control  the  operations  of  the  entity  in 
which  the  bank  holds  an  interest,  it  is  important  that  a 
national  bank’s  investment  not  expose  it  to  unlimited 
liability.  Normally,  this  is  not  a  concern  when  a  national 
bank  invests  in  a  corporation,  for  shareholders  are 
protected  by  the  “corporate  veil”  from  liability  for  the 
debts  of  the  corporation.  1  William  M.  Fletcher,  Fletcher 
Cyclopedia  of  the  Law  of  Private  Corporations  25 
(perm.  ed.  rev.  vol.  1990).  In  the  present  case,  both  the 
company  and  the  bank  will  be  separate  corporations, 
with  their  own  capital,  directors,  and  officers. 

Further,  the  bank  has  advised  that  the  appropriate 
treatment  for  its  investment  in  the  company  will  be  the 


cost  method  of  accounting.  Under  this  method,  which 
is  used  for  equity  interests  of  less  than  20  percent  in 
corporations,  losses  recognized  by  the  investor  will  not 
exceed  the  amount  of  the  investment  (including  exten¬ 
sions  of  credit  or  guarantees,  if  any)  shown  on  the 
investor’s  books.  See  generally,  Accounting  Principles 
Board,  Op.  18,  19(1971). 

Therefore,  for  both  legal  and  accounting  purposes,  the 
bank’s  potential  loss  exposure  should  be  limited  to  the 
amount  of  its  investment.  Since  that  exposure  will  be 
quantifiable  and  controllable,  the  third  standard  is  sat¬ 
isfied. 

4.  The  investment  must  be  convenient  or  useful  to  the 
bank  in  carrying  out  its  business  and  not  a  mere  pas¬ 
sive  investment  unrelated  to  that  bank’s  banking  busi¬ 
ness. 

Twelve  USC  24(Seventh)  gives  national  banks  inciden¬ 
tal  powers  that  are  “necessary”  to  carry  on  the  business 
of  banking.  “Necessary”  has  been  judicially  construed 
to  mean  “convenient  or  useful.”  Arnold  Tours,  Inc.  v. 
Camp,  472  F.2d  427,  432  (1st  Cir.  1972).  The  provision 
in  section  24(Seventh)  relating  to  the  purchase  of  stock, 
derived  from  section  16  of  the  Glass-Steagall  Act,  was 
intended  only  to  make  it  clear  that  section  16  did  not 
authorize  speculative  investments  in  stock.  Interpretive 
Letter  No.  697,  supra.  Therefore,  a  consistent  thread 
running  through  our  precedents  concerning  minority 
stock  ownership  is  that  such  ownership  must  be  con¬ 
venient  or  useful  to  the  investing  bank  in  conducting  its 
banking  business.  The  investment  must  benefit  or  fa¬ 
cilitate  that  business,  and  cannot  be  a  mere  passive  or 
speculative  investment.  See,  e.g.,  Interpretive  Letter 
No.  543,  [1990-1991  Transfer  Binder]  Fed.  Banking  L. 
Rep.  (CCH)  H  83,255  (Feb.  13,  1991);  Interpretive  Let¬ 
ter  No.  427,  [1988-1989  Transfer  Binder]  Fed.  Banking 
L.  Rep.  (CCH)  ^]  85,651  (May  9,  1988);  Interpretive 
Letter  No.  421 ,  [1988-1989  Transfer  Binder]  Fed.  Bank¬ 
ing  L.  Rep.  (CCH)  H  85,645  (Mar.  14,  1988). 

As  set  forth  in  the  “Background”  section,  the  bank  and 
the  company  already  have  a  contractual  relationship 
relating  to  the  company’s  business  which  is  limited  to 
two  years  unless  the  bank  becomes  and  remains  sole 
owner  of  the  series  B  common  stock.  Thus,  the  pro¬ 
posed  investment  will  facilitate  the  bank’s  continued 
participation  in  the  network.  As  discussed,  the  bank  is 
using  participation  in  the  network  as  a  means  to  offer 
its  customers  and  correspondent  banks  a  range  of 
electronic  banking  services  that  the  bank  could  not  as 
economically  offer  directly.  It  is  clear  that  the  company’s 
services  will  provide  the  bank  and  other  banks  involved 
in  the  network  with  the  opportunity  to  offer  electronic 
data  interchange  without  establishing  separate  sys¬ 
tems  and  maintaining  them  themselves.  Thus,  the  in 
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